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FOREWORD

Th e Uniform C P A Examination is prepared by the Board o f Examiners o f the American Institute o f
Certified Public Accountants and is used by the examining boards o f all fifty states o f the United
States, the District o f Columbia, Puerto R ico, Guam, and the V irgin Islands as a prerequisite fo r
issuance o f C P A certificates. This booklet contains the questions and u nofficial answers o f the
M a y 1995 U niform C ertified Public Accountant Examination.

Although the questions and unofficial answers may be used fo r many purposes, the principal reason
fo r their publication is to aid candidates in preparing fo r the exam ination. Candidates are also
encouraged to read Information for CPA Candidates, which describes the content, grading, and other
administrative aspects o f the Uniform C P A Examination.

The unofficial answers w ere prepared by the staff o f the Examinations D ivision and reviewed by the
Board o f Exam iners but are not purported to be o ffic ia l positions o f the A m erican Institute o f
Certified Public Accountants. Each o f the unofficial answers is accompanied by its maximum point
value assigned by the Board o f Examiners fo r grading purposes.

Rick Elam, Vice President — Education
Am erican Institute o f Certified Public Accountants

May 1995
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Uniform Certified Public Accountant Examination—Business Law & Professional Responsibilities

EXAMINATION QUESTIONS

CANDIDATE NUMBER
Record your 7-d igit candidate
num ber in the boxes.

The point values for each question, and estimated time
allotments based primarily on point value, are as follows:

No. 1
No. 2
No. 3 ...........
No. 4 ............
No. 5 ..............
Totals

Point
Value
60
10
10
10
10
100

Estimated Minutes
Minimum Maximum
90
100
15
10
15
10
26
15
25
15
180
140

Q-LPR
May 3 , 1995; 9:00 A .M .

to

12:00 N O O N

INSTRUCTIONS TO CANDIDATES Failure to follow these instructions may have an adverse effect on yo ur Examination grade.
1. Do not break the seal around Exam ination
Questions (pages 3 through 18) until you are
told to do so.
2.

3.

start of an answer to a question on the top of
a new page (which may be the reverse side of
a sheet of paper).

Q uestion Num bers 1, 2, and 3 should be
answered on the O bjective Answ er Sheet,
which is pages 27 and 28. You should attempt
to answer all objective items. There is no
penalty for incorrect responses. Since the
objective items are computer-graded, your
comments and calculations associated with
them are not considered. Be certain that you
have entered your answers on the Objective
Answer Sheet before the examination time is
up. The objective portion of your examination
w ill not be graded if you fail to record your
answers on the Objective Answer Sheet. You
w ill not be given additional time to record
your answers.

4. Although the primary purpose of the exami
nation is to test your knowledge and applica
tion o f the subject matter, selected essay
responses will be graded for writing skills.
5.

You are required to turn in by the end of each
session:
a.
b.
c.
d*
e.

Attendance Record Form, page 1;
Examination Questions, pages 3 through 18;
Essay Ruled Paper, pages 19 through 26;
Objective Answer Sheet, pages 27 and 28;
and
A ll unused examination materials.

Your examination w ill not be graded unless
the above listed items are handed in before
leaving the examination room.

Q u estion N u m b ers 4 and 5 should be
answered beginning on page 19. I f you have
not com pleted answ ering a question on a
page, fill in the appropriate spaces in the
wording on the bottom of the page “Q U E S T IO N

6 . Unless otherwise instructed, if you want your
Examination Questions mailed to you, write
you r name and address in both places
in d icated on page 18 and place 55 cents
postage in the space provided. Examination
Questions will be distributed no sooner than
the day following the administration of this
examination.

N U M B E R ___ C O N T IN U E S O N P A G E ____ ”
I f y o u h a v e c o m p le te d a n s w e r in g a q u e s tio n ,
fill in t h e a p p r o p r ia te sp a c e in th e w o r d in g on
t h e b o tto m o f t h e p a g e “Q U E S T IO N N U M B E R
___ E N D S O N T H IS P A G E .” A lw a y s b e g in th e
P r e p a r e d by the B o a r d o f E x a m in e rs o f the A m e ric a n
Institute o f Certified Public Accountants and adopted by the
exam ining boards o f all states, the District o f Colum bia,
Guam , Puerto Rico, and the Virgin Islands o f the United
States.

B O O K L E T NO.
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Examination Questions — May 1995
4. Kopel was engaged to prepare R a ff’s 1994
federal income tax return. During the tax prepa
ration interview , R a ff told Kopel that he paid
$3,000 in property taxes in 1994. Actually, R aff’s
property taxes amounted to only $600. Based on
Raff’s word, Kopel deducted the $3,000 on R aff’s
return, resulting in an understatement of R aff’s
tax liability. Kopel had no reason to believe that
the inform ation was incorrect. K opel did not
request underlying documentation and was rea
sonably satisfied by R a ff’s representation that
R aff had adequate records to support the deduc
tion. Which of the following statements is correct?
A. T o avoid the preparer penalty for willful
understatement o f tax liability, Kopel
was obligated to examine the underlying
documentation for the deduction.
B. To avoid the preparer penalty for willful
understatem ent o f tax liability, Kopel
would be required to obtain R aff’s repre
sentation in writing.
C. K opel is n o t subject to the p rep arer
penalty for willful understatement of tax
liability because the deduction that was
claimed was more than 25% of the actual
amount that should have been deducted.
D. K opel is n o t subject to the p reparer
penalty for willful understatement of tax
liability because Kopel was justified in
relying on R aff’s representation.

Num ber 1 (Estimated tim e—90 to 100 minutes)
In stru ction s
Select the b est answer for each of the following
items. Use a No. 2 pencil to blacken the appro
priate ovals on the Objective Answer Sheet to
indicate your answers. M a rk o n ly on e an sw er
fo r each item . A n s w e r a ll item s. Your grade
w ill be based on the total number o f correct
answers.
1. According to the standards of the profession,
which of the following circumstances will prevent
a CPA performing audit engagements from being
independent?
A. O btaining a collateralized automobile
loan from a financial institution client.
B. Litigation with a client relating to billing
for consulting services for which the
amount is immaterial.
C. Employm ent o f the CPA’s spouse as a
client’s internal auditor.
D. Acting as an honorary trustee for a notfor-profit organization client.
2. Which of the following best describes what is
meant by the term generally accepted auditing
standards?
A. Rules acknowledged by the accounting
profession because o f th eir u n iversal
application.
B. Pronouncements issued by the Auditing
Standards Board.
C. Measures o f the quality o f the auditor’s
performance.
D. Procedures to be used to gather evidence
to support financial statements.

5. A CPA is permitted to disclose confidential
client inform ation without the consent o f the
client to
I. Another CPA firm if the information concerns
suspected tax return irregularities.
II. A state CPA society voluntary quality control
review board.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

3. According to the standards of the profession,
which o f the following events would require a
CPA perform ing a consulting services engage
ment for a nonaudit client to withdraw from the
engagement?
I.

The CPA has a conflict of interest that is dis
closed to the client and the client consents to
the CPA continuing the engagement.

II.

The C PA fails to obtain a w ritten under
standing from the client concerning the scope
of the engagement.

6. Tren t was retained, in w ritin g, to act as
Post’s agent for the sale o f Post’s memorabilia
collection. Which of the following statements is
correct?
I. To be an agent, Trent must be at least 21
years of age.
II. Post would be liable to Trent if the collection
was destroyed before Trent found a purchaser.

A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.
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Business Law & Professional Responsibilities
10. On the death o f the grantor, which o f the
following testamentary trusts would fail?
A. A trust created to promote the public
welfare.
B. A trust created to provide for a spouse’s
health care.
C. A trust created to benefit a charity.
D. A trust created to benefit a childless
person’s grandchildren.

7. Thorp was a purchasing agent for Ogden, a
sole proprietor, and had the express authority to
place purchase orders with Ogden’s suppliers.
Thorp placed an order with Datz, Inc. on Ogden’s
behalf after Ogden was declared incompetent in a
judicial proceeding. Thorp was aware of Ogden’s
incapacity. Which of the following statements is
correct concerning Ogden’s liability to Datz?
A. Ogden w ill be liable because Datz was
not informed of Ogden’s incapacity.
B. Ogden will be liable because Thorp acted
with express authority.
C. Ogden will n ot be liable because Thorp’s
agency ended when Ogden was declared
incompetent.
D. Ogden will n ot be liable because Ogden
was a nondisclosed principal.

11. An irrevocable trust that contains no provi
sion for change or termination can be changed or
terminated only by the
A. Courts.
B. Income beneficiaries.
C. Remaindermen.
D. Grantor.

8. When a valid contract is entered into by an
a g e n t on th e p r in c ip a l’s b e h a lf, in a n on 
d isclosed p rin c ip a l situ a tio n , w hich o f the
following statements concerning the principal’s
liability is correct?

A.
B.
C.
D.

The principal may
he held liable
once disclosed

The principal
must ratify
the contract to
be held liable

Yes
Yes
No
No

Yes
No
Yes
No

12. F rost’s w ill created a testam entary trust
naming H ill as life income beneficiary, with the
principal to Brown when H ill dies. The trust was
silent on allocation of principal and income. The
trust’s sole asset was a commercial office building
o r ig in a lly valu ed at $100,000 and h a vin g a
current market value of $200,000. I f the building
was sold, which of the following statements would
be correct con cern in g th e a llo ca tio n o f the
proceeds?
A. The entire proceeds would be allocated to
principal and retained.
B. The entire proceeds would be allocated to
income and distributed to Hill.
C. One half of the proceeds would be allo
cated to principal and one half to income.
D. One half o f the proceeds would be allo
cated to principal and one half distrib
uted to Brown.

9. Young Corp. hired Wilson as a sales repre
sentative for six months at a salary of $5,000 per
month plus 6% o f sales. Which of the following
statements is correct?
A. Young does n o t have the power to dis
miss Wilson during the six-month period
without cause.
B. W ilso n is o b lig a te d to act s o le ly in
Young’s interest in matters concerning
Young’s business.
C. T h e a gre e m en t b etw een Young and
Wilson is not enforceable unless it is in
writing and signed by Wilson.
D. T h e a g reem en t b etw een Young and
Wilson formed an agency coupled with
an interest.

13. Which of the following fiduciary duties may
be violated by the trustee if the trustee, without
express direction in the trust instrument, invests
trust assets in unsecured loans to a co-trustee?
I. Duty to invest prudently.
II.

Duty of loyalty to the trust.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.
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14. A b sen t specific d irection s, w hich o f the
following parties will ordinarily receive the assets
of a terminated trust?
A. Income beneficiaries.
B. Remaindermen.
C. Grantor.
D. Trustee.

18. Where the parties have entered into a writ
ten contract intended as the final expression of
their agreement, which o f the following agree
ments w ill be adm itted into evidence because
they are not prohibited by the parol evidence
rule?

15. Cord’s w ill created a trust to take effect on
Cord’s death. The w ill named Cord’s spouse as
both the trustee and personal representative
(executor) of the estate. The will provided that all
of Cord’s securities were to be transferred to the
trust and named Cord’s child as the beneficiary of
the trust. Under the circumstances,
A. Cord has created an inter vivos trust.
B. Cord has created a testamentary trust.
C. The trust is invalid because it w ill not
become effective until Cord’s death.
D. Cord’s spouse may not serve as both the
tru stee and person al rep re se n ta tiv e
because of the inherent conflict of interest.

Subsequent
oral
agreements

P rio r
written
agreements

Yes
Yes
No
No

Yes
No
Yes
No

A.
B.
C.
D.

19. Which of the following types o f conditions
affecting performance may validly be present in
contracts?

A.
B.
C.
D.

16. Which of the following facts must be proven
for a plaintiff to prevail in a common law negli
gent misrepresentation action?
A. The defendant made the misrepresenta
tions with a reckless disregard for the
truth.
B. The p la in tiff ju stifia b ly relied on the
misrepresentations.
C. The misrepresentations were in writing.
D. The misrepresentations concerned opinion.

Conditions
precedent

Conditions
subsequent

Concurrent
conditions

Yes
Yes
Yes
No

Yes
Yes
No
Yes

Yes
No
Yes
Yes

20. G rove is seek in g to avoid p e rfo rm in g a
promise to pay Brook $1,500. Grove is relying on
lack of consideration on Brook’s part. Grove will
prevail i f he can establish that
A. P rio r to G rove’s p ro m ise, B rook had
already performed the requested act.
B. Brook’s only claim of consideration was
the relinquishment of a legal right.
C. Brook’s asserted consideration is only
worth $400.
D. The consideration to be perform ed by
Brook will be performed by a third party.

17. A building subcontractor submitted a bid for
construction o f a portion o f a high-rise office
building. The bid contained m aterial computa
tional errors. The general contractor accepted the
bid with knowledge o f the errors. Which of the
following statements best represents the subcon
tractor’s liability?
A. Not liable because the contractor knew of
the errors.
B. N ot liab le because the errors w ere a
result of gross negligence.
C. Liable because the errors were unilateral.
D. Liable because the errors were material.

21. Generally, which o f the follow ing contract
rights are assignable?

A.
B.
C.
D.
4

Option
contract rights

Malpractice
insurance
policy rights

Yes
Yes
No
No

Yes
No
Yes
No

Business Law & Professional Responsibilities
26. Green was unable to repay a loan from State
Bank when due. State refused to renew the loan
unless Green provided an acceptable surety.
Green asked Royal, a friend, to act as surety
on the loan. To induce Royal to agree to become
a su rety , G reen fra u d u le n tly rep re se n te d
Green’s financial condition and promised Royal
discounts on merchandise sold at Green’s store.
Royal agreed to act as surety and the loan was
renewed. Later, Green’s obligation to State was
discharged in Green’s bankruptcy. State wants to
hold Royal liable. Royal may avoid liability
A. I f Royal can show that State was aware
of the fraudulent representations.
B. I f Royal was an uncompensated surety.
C. Because the discharge in bankruptcy will
prevent R oyal from havin g a righ t of
reimbursement.
D. Because the arrangem ent was void at
the inception.

22. One of the criteria for a valid assignment of a
sales contract to a third party is that the assign
ment must
A. Be supported by adequate consideration
from the assignee.
B. Be in writing and signed by the assignor.
C. Not materially increase the other party’s
risk or duty.
D. Not be revocable by the assignor.

23. Which of the following actions will result in
the discharge of a party to a contract?

A.
B.
C.
D.

Prevention o f
performance

Accord and
satisfaction

Yes
Yes
No
No

Yes
No
Yes
No

24. Under a personal services contract, which of
the fo llo w in g circu m stan ces w ill cause the
discharge of a party’s duties?
A. Death of the party who is to receive the
services.
B. Cost of performing the services has dou
bled.
C. Bankruptcy of the party who is to receive
the services.
D. Illegality of the services to be performed.

27. Wright cosigned King’s loan from Ace Bank.
W hich o f the fo llo w in g events would release
Wright from the obligation to pay the loan?
A. Ace seeking payment o f the loan only
from Wright.
B. King is granted a discharge in bankruptcy.
C. Ace is paid in full by King’s spouse.
D. King is adjudicated mentally incompetent.

25. Ordinarily, in an action for breach of a con
struction contract, the statute of limitations time
period would be computed from the date the
A. Contract is negotiated.
B. Contract is breached.
C. Construction is begun.
D. Contract is signed.
5
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30. Which of the following events will follow the
filing of the Chapter 7 involuntary petition?

Item s 28 th rou gh 33 are based on the following:
Dart Inc., a closely held corporation, was peti
tioned involuntarily into bankruptcy under the
liquidation provisions of Chapter 7 of the Federal
Bankruptcy Code. Dart contested the petition.
Dart has not been paying its business debts
as they became due, has defaulted on its mort
gage loan payments, and owes back taxes to the
IRS. The total cash value o f Dart’s bankruptcy
estate after the sale of all assets and payment of
administration expenses is $100,000.

A.
B.
C.
D.

Fracon Bank is owed $75,000 principal and
accrued interest on a mortgage loan secured
by D art’s real property. The property was
valued at and sold, in bankruptcy, for $70,000.

•

The IRS has a $12,000 recorded judgment for
unpaid corporate income tax.

•

JOG Office Supplies has an unsecured claim
of $3,000 that was timely filed.

•

Nanstar Electric Co. has an unsecured claim
of $1,200 that was not timely filed.

•

Decoy Publications has a claim of $14,000, of
which $2,000 is secured by Dart’s inventory
that was valued and sold, in bankruptcy, for
$2,000. The claim was timely filed.

A stay against
creditor collection
proceedings will
go into effect

Yes
Yes
No
No

Yes
No
Yes
No

For Ite m s 31 th r o u g h 33 assume that the
bankruptcy estate was distributed.

Dart has the following creditors:
•

A trustee
w ill he
appointed

31. What dollar amount would Nanstar Electric
Co. receive?
A. $0
B. $ 800
C. $1,000
D. $1,200
32. W h at to ta l d ollar am ount would Fracon
B ank re c e iv e on its secured and unsecured
claims?
A. $70,000
B. $72,000
C. $74,000
D. $75,000
33. What dollar amount would the IRS receive?
A. $0
B. $ 8,000
C. $10,000
D. $12,000

28. Which of the following creditors must join in
the filing o f the involuntary petition?
I. JOG Office Supplies
II. Nanstar Electric Co.

Item s 34 an d 35 are based on the following:

III. Decoy Publications
A.
B.
C.
D.

Strong Corp. filed a voluntary petition in bank
ruptcy under the reorganization provisions o f
Chapter 11 o f the Federal Bankruptcy Code. A
reorganization plan was filed and agreed to by all
necessary parties. The court confirmed the plan
and a final decree was entered.

I, II, & III.
II & III.
I & II.
I l l only.

29. W hich o f the follow in g statem ents would
correctly describe the result of Dart’s opposing
the petition?
A. Dart will win because the petition should
have been filed under Chapter 11.
B. D art w ill w in because th ere are n o t
more than 12 creditors.
C. Dart will lose because it is n ot paying its
debts as they become due.
D. Dart w ill lose because of its debt to the
IRS.

34. Which of the following parties ordinarily must
confirm the plan?

A.
B.
C.
D.
6

½ o f the secured
creditors

⅔ o f the
shareholders

Yes
Yes
No
No

Yes
No
Yes
No

Business Law & Professional Responsibilities
39. When verifyin g a client’s compliance with
statutes governing employees’ wages and hours,
an auditor should check the client’s personnel
records against relevant provisions o f which of
the following statutes?
A. National Labor Relations Act.
B. Fair Labor Standards Act.
C. Taft-Hartley Act.
D. Americans With Disabilities Act.

35. W h ich o f the fo llo w in g statem en ts best
describes the effect of the entry of the court’s final
decree?
A. Strong Corp. w ill be discharged from all
its debts and liabilities.
B. Strong Corp. w ill be discharged only
from th e debts ow ed cre d ito rs who
agreed to the reorganization plan.
C. Strong Corp. will be discharged from all
its debts and liabilities that arose before
the date of confirmation of the plan.
D. Strong Corp. will be discharged from all
its debts and liabilities that arose before
the confirmation of the plan, except as
otherwise provided in the plan, the order
of confirmation, or the Bankruptcy Code.

40. U n d er th e p ro v isio n s o f th e E m p loyee
Retirement Income Security Act of 1974 (ERISA),
which of the following statements is correct?
A. E m p loyees are e n title d to h a ve an
employer established pension plan.
B. Employers are prevented from unduly
delaying an employee’s participation in a
pension plan.
C. Employers are prevented from managing
retirement plans.
D. Employees are entitled to make invest
ment decisions.

36. Which of the following payments are deducted
from an employee’s salary?

A.
B.
C.
D.

Unemployment
compensation
insurance

Worker's
compensation
insurance

Yes
Yes
No
No

Yes
No
Yes
No

41. Under the Commercial Paper Article of the
UCC, which of the following documents would be
considered an order to pay?
I. Draft
II.

Certificate of deposit
A.
B.
C.
D.

37. Under which of the following conditions is an
on-site inspection o f a workplace by an inves
tigator from the Occupational Safety and Health
Administration (OSHA) permissible?
A. Only if OSHA obtains a search warrant
after showing probable cause.
B. Only if the inspection is conducted after
working hours.
C. At the request of employees.
D. After OSHA provides the employer with
at least 24 hours notice of the prospec
tive inspection.

I only.
II only.
Both I and II.
Neither I nor II.

42.
To: Middlesex National Bank
Nassau, N .Y
September 15, 1994
Pay to the order of

Robert Silver

Four Thousand and xx/100
38. Under the provisions of the Americans With
Disabilities Act of 1990, in which of the following
areas is a disabled person protected from discrim
ination?

$4,000.00
Dollars

on October 1, 1994
Lynn Dex ter
Lynn Dexter

Public
transportation
A.
B.
C.
D.

Privately
operated public
accommodations

The above instrument is a
A. Draft.
B. Postdated check.
C. Trade acceptance.
D. Promissory note.

Y es

Yes
No
No

No
Yes
No
7
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48. Under the Commercial Paper Article of the
UCC, which o f the follow in g statem ents best
describes the effect of a person endorsing a check
“without recourse”?
A. The person has n o lia b ility to p rior
endorsers.
B. The person makes n o promise or guaran
tee of payment on dishonor.
C. The person gives no warranty protection
to later transferees.
D. The person converts the check into order
paper.

43. Under the Commercial Paper Article o f the
UCC, for an instrument to be negotiable it must
A. Be payable to order or to bearer.
B. Be signed by the payee.
C. Contain references to all agreem ents
between the parties.
D. Contain necessary conditions o f pay
ment.
44. Under the Commercial Paper Article o f the
UCC, which of the following circumstances would
prevent a promissory note from being negotiable?
A. A n exten sion clause th at allow s the
m aker to elect to extend the tim e for
payment to a date specified in the note.
B. An acceleration clause that allows the
holder to move up the maturity date of
the note in the event of default.
C. A person havin g a pow er o f attorney
signs the note on behalf of the maker.
D. A clause that allows the maker to satisfy
the note by the performance o f services
or the payment of money.

49. Under the Commercial Paper Article of the
UCC, in a nonconsumer transaction, which of the
following are real defenses available against a
holder in due course?
Discharge in
bankruptcy

Breach o f
contract

No
Yes
No
Yes

Yes
Yes
No
No

Yes
No
Yes
No

A.
B.
C.
D.

45. Under the Commercial Paper Article of the
UCC, which of the following requirements must
be met for a transferee of order paper to become a
holder?
I. Possession
II.

Material
alteration

50.

Pay to Ann Tyler
Paul Tyler

Endorsement of transferor
A.
B.
C.
D.

I only.
II only.
Both I and II.
Neither I nor II.

h
s
A
ty
e
B

A

nn Tyler

46. Under the Commercial Paper Article of the
UCC, which of the following requirements must
be met for a person to be a holder in due course of
a promissory note?
A. The note must be payable to bearer.
B. The note must be negotiable.
C. A ll prior holders must have been holders
in due course.
D. The holder must be the payee of the note.
Susan Town, on receiving the above instrument,
struck B etty A s h ’s endorsem ent. U n der the
Commercial Paper Article of the UCC, which of
the endorsers o f the above instrument w ill be
completely discharged from secondary liability to
later endorsers of the instrument?
A. Ann Ty ler
B. Mary Thomas
C. Betty Ash
D. Susan Town

47. Under the Commercial Paper Article o f the
UCC, which of the following circumstances would
prevent a person from becoming a holder in due
course of an instrument?
A. The person was notified that payment
was refused.
B. The person was notified that one of the
prior endorsers was discharged.
C. The note was collateral for a loan.
D. The note was purchased at a discount.
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51. On August 15, 1994, Tower, Nolan, and Oak
w ere deeded a p iece o f lan d as ten a n ts in
common. The deed provided that Tower owned ½
the property and Nolan and Oak owned
each.
I f Oak dies, the property will be owned as follows:
A. Tower ½, Nolan ¼, Oak’s heirs ¼.
B. Tower ⅓ , Nolan ⅓ , Oak’s heirs ⅓ .
C. Tower ⅝ Nolan ⅜
D. Tower½
, Nolan ½.

56. Under the Comprehensive Environm ental
Response, Compensation, and Liability Act (CERCLA), commonly known as Superfund, which of
the fo llo w in g p a rties would be lia b le to the
Environmental Protection Agency (EPA) for the
expense o f c le a n in g up a h azardou s w aste
disposal site?

52. Which of the following provisions must be
included in a residential lease agreement?
A. A description of the leased premises.
B. The due date for payment of rent.
C. A requ irem en t th at the ten an t have
public liability insurance.
D. A requirement that the landlord will per
form all structural repairs to the property.

III. The person who owned or operated the site at
the time of the disposal.

I. The current owner or operator of the site.
II. The person who transported the wastes to
the site.

A.
B.
C.
D.

57. W hich o f the fo llo w in g item s is tan gib le
personal property?
A. Share of stock.
B. Trademark.
C. Promissory note.
D. Oil painting.

53. F or a deed to be e ffe c tiv e b etw een a
purchaser and seller of real estate, one of the con
ditions is that the deed must
A. Be record ed w ith in the p erm is sib le
statutory time limits.
B. Be delivered by the seller with an intent
to transfer title.
C. Contain the actual sales price.
D. Contain the signatures of the seller and
purchaser.

58. Which of the following standards of liability
best characterizes the obligation o f a common
carrier in a bailment relationship?
A. Reasonable care.
B. Gross negligence.
C. Shared liability.
D. Strict liability.

54. Generally, which of the following federal acts
regulate mortgage lenders?
Real Estate
Settlement
Procedures
Act (RESPA)

Federal
Trade
Commission
Act

Yes
Yes
No
No

Yes
No
Yes
No

A.
B.
C.
D.

59. Clark Corp. owns a warehouse purchased for
$150,000 in 1990. The current market value is
$200,000. Clark has the warehouse insured for
fire loss with F air Insurance Corp. and Zone
Insurance Co. F air’s policy is for $150,000 and
Zone’s policy is for $75,000. Both policies contain
the standard 80% coinsurance clause. I f a fire
totally destroyed the warehouse, what total dollar
amount would Clark receive from Fair and Zone?
A. $225,000
B. $200,000
C. $160,000
D. $150,000

55. Which of the following factors help determine
whether an item of personal property has become
a fixture?

A.
B.
C.
D.

Manner o f
affixation

Value o f
the item

Intent o f
the annexor

Yes
Yes
Yes
No

Yes
Yes
No
Yes

Yes
No
Yes
Yes

I and II.
I and III.
II and III.
I, II, and III.

60. Which of the following parties has an insur
able interest?
I. A corporate retailer in its inventory.
II. A partner in the partnership property.
A.
B.
C.
D.
9

I only.
II only.
Both I and II.
Neither I nor II.

Examination Questions — May 1995
Num ber 2 (Estim ated time— 10 to 15 minutes)

63. A.

Q uestion N u m b er 2 consists o f tw o parts.
Each part consists of 6 items. Select the best
answ er for each item . U se a No. 2 pencil to
blacken the appropriate ovals on the Objective
Answer Sheet to indicate your answers. Answer
all items. Your grade will be based on the total
number of correct answers.

B.

64. A.
B.

a. In 1992, Anchor, Chain, and Hook created
ACH Associates, a general partnership. The part
ners orally agreed that they would work full time
for the partnership and would distribute profits
based on their capital contributions. Anchor con
trib u te d $5,000; C hain $10,000; and H ook
$15,000.
For the year ended December 31, 1993, ACH
Associates had profits of $60,000 that were dis
trib u ted to the partners. D u rin g 1994, A C H
Associates was operating at a loss. In September
1994, the partnership dissolved.
In October 1994, Hook contracted in writing
with Ace Automobile Co. to purchase a car for the
partnership. Hook had previously purchased cars
from A ce A u to m o b ile Co. fo r use by A C H
Associates partners. A C H Associates did not
honor the contract with Ace Automobile Co. and
Ace Automobile Co. sued the partnership and the
individual partners.

65. A.

B.

66. A.

facts. For each item, determine whether A or B
is correct. On the Objective Answer Sheet, blacken
the oval that corresponds to the correct state
ment.

B.

62. A.

B.

A n ch o r’s ca p ita l account w ould be
reduced by ⅓ of any 1994 losses.
Hook’s capital account would be reduced
by ½ of any 1994 losses.
Ace Autom obile Co. would lose a suit
brought against ACH Associates because
H ook, as a g e n e ra l p artn er, has no
authority to bind the partnership.
Ace Autom obile Co. would win a suit
brought against ACH Associates because
Hook’s authority continues during disso
lution.

ACH Associates and Hook would be the
only parties liable to pay any judgment
recovered by Ace Automobile Co.
B. Anchor, C hain, and H ook w ou ld be
join tly and severally liable to pay any
judgment recovered by Ace Automobile
Co.

Required:
Items 61 through 66 refer to the above

61. A.

Anchor’s share of ACH Associates’ 1993
profits was $20,000.
Hook’s share o f A C H Associates’ 1993
profits was $30,000.

The A C H Associates oral partnership
agreement was valid.
The A C H Associates oral partnership
agreement was invalid because the part
nership lasted for more than one year.
Anchor, Chain, and Hook jointly owning
and conducting a business for p ro fit
establishes a partnership relationship.
Anchor, Chain, and Hook jointly owning
income producing property establishes a
partnership relationship.
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b.

In 1990, Amber Corp., a closely-held corpora
tion, was formed by Adams, Frank, and Berg as
incorporators and stockholders. Adams, Frank,
and Berg executed a written voting agreement
which provided that they would vote for each
other as directors and officers. In 1994, stock in
the corporation was offered to the public. This
resulted in an additional 300 stockholders. After
the offering, Adams holds 25%, Frank holds 15%,
and Berg holds 15% of all issued and outstanding
stock. Adams, Frank, and Berg have been direc
tors and officers o f the corporation since the
corporation was formed. Regular meetings of the
board of directors and annual stockholders meet
ings have been held.

71. Amber Corp.’s day-to-day business ordinarily
would be operated by its
A.
B.
C.
72. A.

B.

C.

Required:
Item s 67 th rou gh 72 refer to the formation
of Amber Corp. and the rights and duties of its
stockholders, directors, and officers. For each
item, determine whether A , B , or C is cor
rect. On the Objective Answer Sheet, blacken the
oval that corresponds to the correct statement.
67. A.
B.

C.

Am ber Corp. must be formed under a
state’s general corporation statute.
Amber Corp.’s Articles of Incorporation
must include the names o f all stock
holders.
Amber Corp. must include its corporate
bylaws in the incorporation documents
filed with the state.

68. Amber Corp.’s initial bylaws ordinarily would
be adopted by its
A.
B.
C.

Stockholders.
Officers.
Directors.

69. Amber Corp.’s directors are elected by its
A.
B.
C.

Officers.
Outgoing directors.
Stockholders.

70. Amber Corp.’s officers ordinarily would be
elected by its
A.
B.
C.

Stockholders.
Directors.
Outgoing officers.
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Directors.
Stockholders.
Officers.
Adams, Frank, and Berg must be elected
as directors because they own 55% of the
issued and outstanding stock.
Adams, Frank, and Berg must always be
elected as officers because they own 55%
of the issued and outstanding stock.
Adams, Frank, and B erg must always
vote for each other as directors because
they have a voting agreement.

Examination Questions — May 1995
Num ber 3 (Estim ated time— 10 to 15 m inutes)

75. A.

Q uestion N u m b er 3 consists o f two parts. Each
part consists of 6 items. Select the b est answer
for each item. Use a No. 2 pencil to blacken the
appropriate ovals on the Objective Answer Sheet
to indicate your answers. A n s w e r a ll ite m s.
Your grade will be based on the total number of
correct answers.

B.

C.

76. A.

a. On February 1, 1995, Grand Corp., a manu
facturer of custom cabinets, contracted in writing
with Axle Co., a kitchen contractor, to sell Axle
100 unique, custom-designed, kitchen cabinets for
$250,000. A x le had contracted to in sta ll the
cabinets in a luxury condominium complex. The
contract provided that the cabinets were to be
ready for delivery by A p ril 15 and were to be
shipped F.O.B. sellers loading dock. On April 15,
Grand had 85 cabinets complete and delivered
them, together with 15 standard cabinets, to the
trucking company for delivery to Axle. Grand
faxed Axle a copy of the shipping invoice, listing
the 15 standard cabinets. On May 1, before reach
ing Axle, the truck was involved in a collision and
all the cabinets were damaged beyond repair.

B.

C.

77. A.

B.

C.

R equ ired :
Item s 73 th ro u gh 78 refer to the above fact
pattern. For each item, determine whether
B , or C is correct. On the Objective Answer
Sheet, blacken the oval that corresponds to the
correct statement.
73. A.
B.
C.

74. A.
B.
C.

The
was
The
was
The
was

78. A.

B.

contract between Grand and Axle
a shipment contract.
contract between Grand and Axle
a destination contract.
contract between Grand and Axle
a consignment contract.

C.

The risk of loss for the 85 custom cabi
nets passed to Axle on April 15.
The risk o f loss for the 100 cabinets
passed to Axle on April 15.
The risk o f loss for the 100 cabinets
remained with Grand.
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The contract between Grand and Axle
was invalid because n o d elivery date
was stated.
The contract between Grand and Axle
was voidable because Grand shipped
only 85 custom cabinets.
The contract between Grand and Axle
w as v o id because th e goods w ere
destroyed.
Grand’s shipment of the standard cabi
nets was a breach o f the contract with
Axle.
Grand would n ot be considered to have
breached the contract until Axle rejected
the standard cabinets.
Grand made a counteroffer by shipping
the standard cabinets.
Had the cabinets been delivered, title
would n o t transfer to A xle until Axle
inspected them.
Had the cabinets been delivered, title
would have transferred on delivery to the
carrier.
Had the cabinets been delivered, title
would n ot have transferred because the
cabinets were nonconforming goods.
Axle is entitled to specific performance
from Grand because o f the unique nature
of the goods.
Axle is required to purchase substitute
goods (cover) and is entitled to the differ
ence in cost from Grand.
A x le is en titled to p u n itive dam ages
because of Grand’s intentional shipment
of nonconforming goods.

Business Law & Professional Responsibilities
80. Shore’s security interest in the sofas was
perfected on
A. January 2, 1994.
B. March 1, 1994.
C. March 10, 1994.

b. On January 2, 1994, Gray Interiors Corp., a
retailer of sofas, contracted with Shore Furniture
Co. to purchase 150 sofas for its inventory. The
purchase price was $250,000. Gray paid $50,000
cash and gave Shore a note and security agree
ment for the balance. On March 1, 1994, the sofas
were delivered. On March 10, 1994, Shore filed a
financing statement.

81. Float’s security interest in Gray’s inventory
attached on
A. February 1, 1994.
B. March 1, 1994.
C. March 5, 1994.

On F eb ru a ry 1, 1994, G ray n e g o tia te d a
$1,000,000 line of credit with Float Bank, pledged
its present and future inventory as security, and
gave Float a security agreement. On February 20,
1994, Gray borrowed $100,000 from the line of
credit. On March 5, 1994, Float filed a financing
statement.

82. Float’s security interest in Gray’s inventory
was perfected on
A. February 1, 1994.
B. February 20, 1994.
C. March 5, 1994.

On April 1, 1994, Dove, a consumer purchaser in
the ordinary course of business, purchased a sofa
from Gray. Dove was aware o f both security
interests.

83. A.

B.

R equ ired :
Item s 79 th ro u gh 84 refer to the above fact
pattern. For each item, determine whether A ,
or C is correct. On the Objective Answer
B
Sheet, blacken the oval that corresponds to the
correct statement.

C.

84. A.
B.

79. Shore’s security interest in the sofas attached
on
A. January 2, 1994.
B. March 1, 1994.
C. March 10, 1994.

C.
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Shore’s security in terest has p rio rity
because it was a purchase m oney
security interest.
F lo a t’s security in terest has p rio rity
because Float’s financing statement was
filed before Shore’s.
F lo a t’s security in terest has p rio rity
because Float’s interest attached before
Shore’s.
D ove purchased th e sofa subject to
Shore’s security interest.
Dove purchased the sofa subject to both
the Shore and Float security interests.
Dove purchased the sofa free o f either
the Shore or Float security interests.

Examination Questions — May 1995
N um ber 4 (Estim ated time— 15 to 25 m inutes)

N um ber 5 (Estim ated time— 15 to 25 m inutes)

Verge Associates, CPAs, were retained to perform
a consulting service engagement by Stone Corp.
Verge contracted to advise Stone on the proper
computers to purchase. Verge was also to design
computer software that would allow for more
efficient collection of Stone’s accounts receivable.
V erge p rep ared the softw a re program s in a
manner that allowed some o f Stone’s accounts
receivable to be erroneously deleted from Stone’s
records. As a result, Stone’s expense to collect
these accounts was increased greatly.
D u rin g the course o f the engagem ent, a
Verge partner learned from a computer sales
person that the computers Verge was recom 
m ending to Stone would be obsolete w ithin a
year. The salesperson suggested that Verge rec
ommend a newer, less expensive model that was
more efficient. Verge intentionally recommended,
and Stone purchased, the more expensive model.
Verge received a commission from the computer
company for inducing Stone to purchase that
computer.
Stone sued Verge for negligence and common
law fraud.

Perry, a staff accountant with Orlean Associates,
C PA s, r e v ie w e d the fo llo w in g tra n sa ctio n s
engaged in by Orlean’s two clients: World Corp.
and Unity Corp.
W O R LD CORP.
During 1994, World Corp. made a $4,000,000
offering of its stock. The offering was sold to 50
nonaccredited in vestors and 150 accred ited
investors. There was a general advertising of the
offering. A ll purchasers were provided with mate
ria l inform ation concerning W orld Corp. The
offering was completely sold by the end of 1994.
The SEC was notified 30 days after the first sale
of the offering.
W orld did not r e g is te r the o ffe rin g and
contends that the offering and any subsequent
resale o f the securities are completely exempt
from registration under Regulation D, Rule 505,
of the Securities Act of 1933.
U N IT Y CORP.
Unity Corp. has 750 equity stockholders and
assets in excess of $100,000,000. Unity’s stock is
trad ed on a n a tion al stock exchange. U n ity
contends that it is not a covered corporation and
is not required to comply w ith the rep ortin g
provisions of the Securities Exchange Act of 1934.

R equ ired :
a. State whether Stone will be successful in
its negligence suit against Verge and describe the
elements of negligence shown in the above situa
tion that Stone should argue.

R equ ired :
a. 1. State whether World is correct in its
contention that the offering is exempt from regis
tration under Regulation D, Rule 505, o f the
Securities Act of 1933. Give the reason(s) for your
conclusion.
2.
State whether World is correct in its
contention that on subsequent resale the securi
ties are com pletely exempt from registration.
Give the reason(s) for your conclusion.

b. State whether Stone w ill be successful
in its fraud suit against Verge and describe the
elements of fraud shown in the above situation
that Stone should argue.

b. 1. State whether Unity is correct in its
contention that it is not a covered corporation and
is not required to comply w ith the rep ortin g
requirements o f the Securities Exchange Act of
1934 and give the reason(s) for your conclusion.
2.
Iden tify and describe two principal
reports a covered corporation must file with the
SEC.
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Record your 7-digit candidate
number in the boxes.
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allotments based primarily on point value, are as follows:
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No. 3 ..............
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10
10
10
10
100
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25
220
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36
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INSTRUCTIONS TO CANDIDATES Failure to follow these instructions may have an adverse effect on yo u r Examination grade.
1. Do not break the seal around Exam ination
Questions (pages 3 through 22) until you are
told to do so.
2.

start o f an answer to a question on the top of
a new page (which may be the reverse side of
a sheet of paper).

Q uestion Num bers 1, 2, and 3 should be
answered on the O bjective Answ er Sheet,
which is pages 31 and 32. You should attempt
to answer all objective items. There is no
penalty for incorrect responses. Since the
objective items are computer-graded, your
comments and calculations associated with
them are not considered. Be certain that you
have entered your answers on the Objective
Answer Sheet before the examination time is
up. The objective portion of your examination
w ill not be graded if you fail to record your
answers on the Objective Answer Sheet. You
w ill not he given additional tim e to record
your answers.

4. Although the primary purpose of the exami
nation is to test your knowledge and applica
tion o f the subject m atter, selected essay
responses will be graded for writing skills.
5. You are required to turn in by the end of each
session:
a. Attendance Record Form, page 1;
b. Examination Questions, pages 3 through 22;
c. Essay Ruled Paper, pages 23 through 30;
d. Objective Answer Sheet, pages 31 and 32;
and
e. A ll unused examination materials.
Your examination w ill not be graded unless
the above listed items are handed in before
leaving the examination room.

3. Q u estion N u m b ers 4 and 5 should be
answered beginning on page 23. I f you have
not com pleted answ ering a question on a
page, fill in the appropriate spaces in the
wording on the bottom of the page “QUESTION
NUMBER ____CONTINUES ON P A G E _____ ”
I f you have completed answering a question,
fill in the appropriate space in the wording on
the bottom of the page “QUESTION NUMBER
-----ENDS ON THIS PAGE.” Always begin the

6 . Unless otherwise instructed, i f you want your
Examination Questions mailed to you, write
you r nam e and address in both places
in d icated on page 22 and place 55 cents
postage in the space provided. Examination
Questions will be distributed no sooner than
the day following the administration of this
examination.
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Examination Questions — May 1995
Num ber 1 (Estimated tim e— 140 to 150 minutes)

4. Which of the following procedures would an
auditor most likely perform in planning a finan
cial statement audit?
A. Inqu iring o f the clien t’s legal counsel
concerning pending litigation.
B. Comparing the financial statements to
anticipated results.
C. Exam ining computer generated excep
tion reports to verify the effectiveness of
internal controls.
D. Searching for unauthorized transactions
that may aid in detecting unrecorded
liabilities.

In stru ction s
Select the best answer for each of the following
items. Use a No. 2 pencil to blacken the appro
priate ovals on the Objective Answer Sheet to
indicate your answers. M a rk o n ly one an sw er
fo r each item . A n s w e r a ll item s. Your grade
w ill be based on the total number o f correct
answers.

1. The element o f the audit planning process
most lik ely to be agreed upon w ith the client
before implementation of the audit strategy is the
determination of the
A. Evidence to be gathered to provide a
sufficient basis for the auditor's opinion.
B. Procedures to be undertaken to discover
litigation, claims, and assessments.
C. Pending legal matters to be included in
the inquiry of the client’s attorney.
D. Tim ing o f inventory observation proce
dures to be performed.

5. T h e natu re and e x te n t o f a C P A fir m ’s
quality control policies and procedures depend on

A.
B.
C.
D.

2. A successor auditor most likely would make
specific in qu iries o f the predecessor auditor
regarding
A. Specialized accounting principles of the
client’s industry.
B. The competency of the client’s internal
audit staff.
C. The uncertainty inherent in applying
sampling procedures.
D. Disagreements with management as to
auditing procedures.

The CPA
firm 's size

The nature
o f the CPA
firm 's practice

Cost-benefit
considerations

Yes
Yes
Yes
No

Yes
Yes
No
Yes

Yes
No
Yes
Yes

6. Would the following factors ordinarily be con
sidered in planning an audit engagement’s per
sonnel requirements?

A.
B.
C.
D.

3. W hich o f the follow in g statem ents would
lea st likely appear in an auditor’s engagement
letter?
A. Fees for our services are based on our
regular per diem rates, plus travel and
other out-of-pocket expenses.
B. During the course of our audit we may
observe opportunities for economy in, or
improved controls over, your operations.
C. Our engagement is subject to the risk
that m aterial errors or irregularities,
including fraud and defalcations, if they
exist, will n ot be detected.
D. After performing our preliminary analyt
ical procedures we will discuss with you
the other procedures we consider neces
sary to complete the engagement.

Opportunities
for on-the-job
training

Continuity and
periodic rotation
o f personnel

Yes
Yes
No
No

Yes
No
Yes
No

7, The in-charge auditor most likely would have
a supervisory responsibility to explain to the staff
assistants
A. That immaterial irregularities are n ot to
be reported to the client’s audit committee.
B. How the results of various auditing pro
cedures perform ed by the assistants
should be evaluated.
C. W hat benefits may be attained by the
assistants’ adherence to established time
budgets.
D. Why certain documents are being trans
ferred from the current file to the perma
nent file.
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12. As the acceptable le v e l o f detection risk
decreases, an auditor may
A. Reduce substantive testing by relying on
the assessments o f inherent risk and
control risk.
B. Postpone the planned timing of substan
tive tests from interim dates to the yearend.
C. Eliminate the assessed level of inherent
risk from consideration as a planning
factor.
D. Lower the assessed level of control risk
from the maximum level to below the
maximum.

8. Analytical procedures used in planning an
audit should focus on
A. Reducing the scope o f tests o f controls
and substantive tests.
B. Providing assurance that potential mate
rial misstatements will be identified.
C. Enhancing the auditor’s understanding
of the client’s business.
D. Assessing the adequacy of the available
evidential matter.

9. Which of the following relatively small mis
statements most lik ely could have a m aterial
effect on an entity’s financial statements?
A. An illegal payment to a foreign official
that was not recorded.
B. A piece of obsolete office equipment that
was not retired.
C. A petty cash fund disbursement that was
not properly authorized.
D. An uncollectible account receivable that
was not written off.

13. An auditor concludes that a client’s illegal
act, which has a material effect on the financial
statements, has not been properly accounted for
or disclosed. Depending on the materiality of the
effect on the financial statements, the auditor
should express either a(an)
A. Adverse opinion or a disclaimer of opin
ion.
B. Qualified opinion or an adverse opinion.
C. Disclaimer o f opinion or an unqualified
opinion w ith a separate exp lan atory
paragraph.
D. U n q u a lified opinion w ith a separate
explanatory paragraph or a qualified
opinion.

10. Which of the following audit risk components
may be assessed in nonquantitative terms?

A.
B.
C.
D.

Control
risk

Detection
risk

Inherent
risk

Yes
Yes
Yes
No

Yes
No
Yes
Yes

No
Yes
Yes
Yes

14. Which of the following characteristics most
likely would heighten an auditor’s concern about
the risk of intentional manipulation of financial
statements?
A. Turnover of senior accounting personnel
is low.
B. Insiders recently purchased additional
shares of the entity’s stock.
C. Management places substantial empha
sis on meeting earnings projections.
D. The rate of change in the entity’s indus
try is slow.

11. Which of the following would an auditor most
likely use in determining the auditor’s prelim i
nary judgment about materiality?
A. T h e a n tic ip a te d sam ple size o f the
planned substantive tests.
B. The entity’s annualized interim financial
statements.
C. The results of the internal control ques
tionnaire.
D. The contents of the management repre
sentation letter.
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18. In auditing the financial statements of Star
Corp., Land discovered information leading Land
to believe that Star’s prior year’s financial state
ments, which were audited by Tell, require sub
stantial revisions. Under these circumstances,
Land should
A. Notify Star’s audit committee and stock
holders that the prior yea r’s financial
statements cannot be relied on.
B. Request Star to reissue the prior year’s
financial statements with the appropri
ate revisions.
C. N otify Tell about the inform ation and
make inquiries about the in teg rity o f
Star’s management.
D. R equ est S ta r to a rra n g e a m ee tin g
among the three parties to resolve the
matter.

15. Which of the following statements reflects an
auditor’s responsibility for detecting errors and
irregularities?
A. An auditor is responsible for detecting
employee errors and simple fraud, but
n ot for discovering irregularities involv
ing employee collusion or management
override.
B. A n au ditor should plan the audit to
detect errors and irregularities that are
caused by departures from GAAP.
C. An auditor is n ot responsible for detect
ing errors and irregularities unless the
application of GAAS would result in such
detection.
D. An auditor should design the audit to
provide reasonable assurance of detect
ing errors and irregu larities that are
material to the financial statements.

19. An auditor would le a s t lik e ly in itia te a
discu ssion w ith a c lie n t’s au d it com m ittee
concerning
A. The methods used to account for signifi
cant unusual transactions.
B. The maximum d ollar amount o f m is
statem ents th at could exist w ith ou t
causing the financial statements to be
materially misstated.
C. Indications of fraud and illegal acts com
mitted by a corporate officer that were
discovered by the auditor.
D. Disagreements with management as to
accounting principles that were resolved
during the current year’s audit.

16. An auditor should design the written audit
program so that
A. All material transactions will be selected
for substantive testing.
B. Substantive tests prior to the balance
sheet date will be minimized.
C. T h e au d it proced u res selected w ill
achieve specific audit objectives.
D. Each account balance w ill be tested
under either tests of controls or tests of
transactions.

20. I f requested to perform a review engagement
for a nonpublic entity in which an accountant has
an im m a teria l d irect fin a n cia l in terest, the
accountant is
A. Not independent and, therefore, may n ot
be associated with the financial state
ments.
B. Not independent and, therefore, may n o t
issue a review report.
C. N ot independent and, therefore, may
issue a review report, but may n ot issue
an auditor’s opinion.
D. In d ep en d en t because the fin a n c ia l
interest is im m aterial and, therefore,
may issue a review report.

17. The audit program usually cann ot be final
ized until the
A. Consideration o f the en tity ’s internal
control structure has been completed.
B. Engagement letter has been signed by
the auditor and the client.
C. Reportable conditions have been commu
nicated to the audit committee o f the
board of directors.
D. Search for unrecorded lia b ilitie s has
been performed and documented.
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24. The prim ary objective o f procedures per
formed to obtain an understanding of the internal
control structure is to provide an auditor with
A. Knowledge necessary for audit planning.
B. E viden tial m atter to use in assessing
inherent risk.
C. A basis for modifying tests of controls.
D. An evaluation of the consistency of appli
cation of management’s policies.

21. Kell engaged March, CPA, to submit to Kell a
written personal financial plan containing unau
dited personal financial statements. March antic
ipates om itting certain disclosures required by
GAAP because the engagement’s sole purpose is
to assist K ell in developing a personal financial
plan. For March to be exempt from complying
with the requirements of SSARS 1, Compilation
and Review o f F in a n c ia l Statem ents, K e ll is
required to agree that the
A. Financial statements w ill not be pre
sented in comparative form with those of
the prior period.
B. Omitted disclosures required by GAAP
are not material.
C. Financial statem ents w ill not be dis
closed to a non-CPA financial planner.
D. Financial statements will not be used to
obtain credit.

25. The overall attitude and awareness o f an
entity’s board of directors concerning the impor
tance of the internal control structure usually is
reflected in its
A. Computer-based controls.
B. System of segregation of duties.
C. Control environment.
D. Safeguards over access to assets.
26. When considering the internal control struc
ture, an auditor should be aware of the concept of
reasonable assurance, which recognizes that
A. Internal control policies and procedures
may be ineffective due to mistakes in
judgment and personal carelessness.
B. A d eq u a te safegu ard s over access to
assets and records should permit an enti
ty to maintain proper accountability.
C. Establishing and maintaining the inter
nal control structure is an im portant
responsibility of management.
D. The cost o f an entity’s internal control
structure should not exceed the benefits
expected to be derived.

22. An examination of a financial forecast is a
professional service that involves
A. Compiling or assembling a financial fore
cast th a t is based on m an agem en t’s
assumptions.
B. Lim iting the distribution of the accoun
tan t’s report to m anagem ent and the
board of directors.
C. Assuming responsibility to update man
agement on key events for one year after
the report’s date.
D. Evaluating the preparation of a financial
forecast and the support u n d erlyin g
management’s assumptions.

27. Control risk should be assessed in terms of
A. Specific control procedures.
B. Types of potential irregularities.
C. Financial statement assertions.
D. Control environment factors.
28. As a result o f tests o f controls, an auditor
assessed control risk too low and decreased sub
s ta n tiv e testin g . T h is assessm ent occurred
because the true deviation rate in the population
was
A. Less than the risk o f assessing control
risk too low, based on the a u d ito r’s
sample.
B. Less than the deviation rate in the audi
tor’s sample.
C. More than the risk of assessing control
risk too low, based on th e a u d ito r’s
sample.
D. M ore than the d e via tio n ra te in the
auditor’s sample.

23. The third general standard states that due
care is to be exercised in the performance of an
audit. This standard is ordinarily interpreted to
require
A. Thorough review o f the existing safe
guards over access to assets and records.
B. L im ite d re v ie w o f th e in d ication s o f
employee fraud and illegal acts.
C. Objective review o f the adequacy of the
technical training and proficiency of firm
personnel.
D. Critical review of the judgment exercised
at every level of supervision.
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29. When an auditor assesses control risk at the
maximum level, the auditor is required to docu
ment the auditor’s

A.
B.
C.
D.

Understanding o f
the entity’s
accounting system

Basis for concluding
that control risk is
at the maximum level

No
Yes
Yes

No
Yes
No
Yes

—

34. To provide assurance that each voucher is
submitted and paid only once, an auditor most
likely would examine a sample of paid vouchers
and determine whether each voucher is
A. Supported by a vendor’s invoice.
B. Stamped “paid” by the check signer.
C. Prenumbered and accounted for.
D. Approved for authorized purchases.
35. In determining the sample size for a test of
controls, an auditor should consider the likely
rate of deviations, the allowable risk of assessing
control risk too low, and the
A. Tolerable deviation rate.
B. Risk of incorrect acceptance.
C. Nature and cause of deviations.
D. Population size.

30. Sound internal control procedures dictate
that immediately upon receiving checks from cus
tomers by mail, a responsible employee should
A. Add the checks to the daily cash sum
mary.
B. Verify that each check is supported by a
prenumbered sales invoice.
C. P rep are a duplicate lis tin g o f checks
received.
D. Record the checks in the cash receipts
journal.

36. An advantage of using statistical over nonstatistical sampling methods in tests of controls
is that the statistical methods
A. Can more easily convert the sample into
a dual-purpose test useful for substan
tive testing.
B. Eliminate the need to use judgment in
determining appropriate sample sizes.
C. Afford greater assurance than a nonsta
tistical sample of equal size.
D. Provide an objective basis for quantita
tively evaluating sample risk.

31. An auditor generally tests the segregation of
duties related to inventory by
A. Personal inquiry and observation.
B. Test counts and cutoff procedures.
C. Analytical procedures and invoice recom
putation.
D. Document inspection and reconciliation.

37. An auditor vouched data for a sam ple of
employees in a pay roll register to approved clock
card data to provide assurance that
A. Payments to employees are computed at
authorized rates.
B. Employees work the number of hours for
which they are paid.
C. Segregation of duties exist between the
preparation and distribution of the pay
roll.
D. Internal controls relating to unclaimed
payroll checks are operating effectively.

32. Tracing shipping documents to prenumbered
sales invoices provides evidence that
A. N o d u p lica te sh ip m en ts or b illin g s
occurred.
B. Shipments to customers were properly
invoiced.
C. A ll goods ordered by customers were
shipped.
D. A ll prenum bered sales invoices were
accounted for.
33. A fte r obtaining an understanding o f the
internal control structure and assessing control
risk, an auditor decided to perform tests of con
trols. The auditor most likely decided that
A. It would be efficient to perform tests of
controls that would result in a reduction
in planned substantive tests.
B. Additional evidence to support a further
reduction in control risk is not available.
C. An increase in the assessed level of con
trol risk is justified for certain financial
statement assertions.
D. There were many internal control struc
ture weaknesses that could allow errors
to enter the accounting system.

38. Which of the following statements is correct
concerning reportable conditions in an audit?
A. An auditor is req u ired to search for
reportable conditions during an audit.
B. All reportable conditions are also consid
ered to be material weaknesses.
C. An auditor may communicate reportable
conditions during an audit or after the
audit’s completion.
D. An auditor may report that no reportable conditions were noted during an
audit.
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44. In confirming with an outside agent, such as
a financial institution, that the agent is holding
investm ent securities in the client’s name, an
auditor most likely gathers evidence in support of
management’s financial statement assertions of
existence or occurrence and
A. Valuation or allocation.
B. Rights and obligations.
C. Completeness.
D. Presentation and disclosure.

39. W h ich o f th e fo llo w in g typ es o f au d it
evidence is the most persuasive?
A. P ren u m b ered c lie n t purchase ord er
forms.
B. Client work sheets supporting cost allo
cations.
C. B ank statem en ts ob tain ed from the
client.
D. Client representation letter.

45. Which of the following statements is correct
concerning the use o f n ega tive con firm ation
requests?
A. U n re tu rn e d n e g a tiv e con firm a tio n
req u ests r a r e ly p ro v id e s ig n ific a n t
explicit evidence.
B. Negative confirmation requests are effec
tive when detection risk is low.
C. U n re tu rn e d n e g a tiv e c o n firm a tio n
requests indicate that alternative proce
dures are necessary.
D. Negative confirmation requests are effec
tive when understatements o f account
balances are suspected.

40. An auditor most likely would inspect loan
agreements under which an entity’s inventories
are pledged to support management’s financial
statement assertion of
A. Presentation and disclosure.
B. Valuation or allocation.
C. Existence or occurrence.
D. Completeness.

41. In auditing intangible assets, an auditor
most likely would review or recompute amortiza
tion and determ ine whether the am ortization
period is reasonable in support of management’s
financial statement assertion of
A. Valuation or allocation.
B. Existence or occurrence.
C. Completeness.
D. Rights and obligations.

46. When an auditor does not receive replies to
positive requests for year-end accounts receivable
confirmations, the auditor most likely would
A. Inspect the allowance account to verify
whether the accounts were subsequently
written off.
B. Increase the assessed level o f detection
risk for the valuation and completeness
assertions.
C. Ask the client to contact the customers to
req u est th a t the con firm a tio n s be
returned.
D. Increase the assessed level o f inherent
risk for the revenue cycle.

42. C u toff tests designed to detect purchases
made before the end of the year that have been
recorded in the subsequent yea r most lik e ly
would provide assurance about management’s
assertion of
A. Valuation or allocation.
B. Existence or occurrence.
C. Completeness.
D. Presentation and disclosure.

47. A n alytical procedures used in the overall
review stage of an audit generally include
A. Gathering evidence concerning account
balances that have not changed from the
prior year.
B. R e te s tin g con trol proced u res th at
appeared to be in effective during the
assessment of control risk.
C. C o n sid erin g unusual or un exp ected
account balances that were not previously
identified.
D. Performing tests of transactions to corro
borate m anagem ent’s financial state
ment assertions.

43. An auditor most likely would make inquiries
o f production and sales personnel concerning
possible obsolete or slow-m oving inventory to
support management’s financial statement asser
tion of
A. Valuation or allocation.
B. Rights and obligations.
C. Existence or occurrence.
D. Presentation and disclosure.
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48. Which of the following would not be consid

52. W hile observing a client’s annual physical
inventory, an auditor recorded test counts for
several items and noticed that certain test counts
were higher than the recorded quantities in the
client’s perpetual records. This situation could be
the result of the client’s failure to record
A. Purchase discounts.
B. Purchase returns.
C. Sales.
D. Sales returns.

ered an analytical procedure?
A. Estimating payroll expense by multiply
ing the number of employees by the aver
age hourly wage rate and the total hours
worked.
B. Projecting an error rate by comparing
the results o f a statistical sample with
the actual population characteristics.
C. Computing accounts receivable turnover
by dividing credit sales by the average
net receivables.
D. D eveloping the expected current-year
sales based on the sales trend o f the
prior five years.

53. To gain assurance that all inventory items in
a client’s inventory listing schedule are valid, an
auditor most likely would trace
A. Inventory tags noted during the auditor’s
observation to items listed in the inven
tory listing schedule.
B. Inventory tags noted during the auditor’s
observation to items listed in receiving
reports and vendors’ invoices.
C. Item s listed in the in ven tory lis tin g
schedule to inventory tags and the audi
tor’s recorded count sheets.
D. Item s listed in receivin g reports and
vendors’ invoices to the inventory listing
schedule.

49. In confirming a client’s accounts receivable in
prior years, an auditor found that there were
many differences between the recorded account
balances and the confirmation replies. These dif
ferences, which were not misstatements, required
substantial time to resolve. In defining the sam
pling unit for the current year’s audit, the auditor
most likely would choose
A. Individual overdue balances.
B. Individual invoices.
C. Small account balances.
D. Large account balances.

54. W hen control risk is assessed as low for
assertions related to payroll, substantive tests of
payroll balances most likely would be limited to
applying analytical procedures and
A. Observing the distribution of paychecks.
B. Footing and crossfooting the payroll reg
ister.
C. Inspecting payroll tax returns.
D. Recalculating payroll accruals.

50. In statistical sampling methods used in sub
stantive testing, an auditor most likely would
stratify a population into meaningful groups if
A. Probability proportional to size (P P S )
sampling is used.
B. T h e p op u lation has h ig h ly v a r ia b le
recorded amounts.
C. The auditor’s estimated tolerable mis
statement is extremely small.
D. T h e stan d a rd d e v ia tio n o f record ed
amounts is relatively small.

55. In performing a search for unrecorded retire
ments o f fixed assets, an auditor most lik ely
would
A.
insurance and tax records, and then tour
the client’s facilities.
B. Tour the c lie n t’s fa c ilitie s , and then
inspect the p ro p erty le d g e r and the
insurance and tax records.
C. A n alyze the rep air and m aintenance
account, and then tour the client’s facili
ties.
D. Tour the client’s facilities, and then ana
lyze the repair and maintenance account.

51. The use o f the ratio estim ation sam pling
technique is most effective when
A. T h e c a lcu la ted au d it am ounts are
approximately proportional to the client’s
book amounts.
B. A relatively small number of differences
exist in the population.
C. E stim ating populations whose records
consist of quantities, but not book values.
D. L a rge overstatem en t differences and
large understatement differences exist in
the population.
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60. During an audit an internal auditor may pro
vide direct assistance to an independent CPA in

56. Which of the following procedures would an
auditor most likely perform in auditing the state
ment o f cash flows?
A. Compare the amounts included in the
sta te m e n t o f cash flo w s to s im ila r
amounts in the prior year’s statement of
cash flows.
B. Reconcile the cutoff bank statements to
verify the accuracy of the year-end bank
balances.
C. Vouch all bank transfers for the last
week o f the year and first week o f the
subsequent year.
D. Reconcile the amounts included in the
statem ent o f cash flow s to the other
fin a n c ia l s ta te m e n ts ’ b alan ces and
amounts.

A.
B.
C.
D.

Obtaining an
understanding o f
the internal
control structure
No
Yes
Yes
Yes

Performing
tests o f
controls
No
No
Yes
Yes

Performing
substantive
tests
No
No
No
Yes

61. Which of the following statements is correct
concerning an au d itor’s use o f the work o f a
specialist?
A. The work of a specialist who is related to
the client may be acceptable under cer
tain circumstances.
B. I f an auditor believes that the determi
nations made by a specialist are unrea
sonable, only a qualified opinion may be
issued.
C. I f there is a material difference between
a specialist’s findings and the assertions
in the fin an cial statem ents, on ly an
adverse opinion may be issued.
D. An auditor may n o t use a specialist in
the determination of physical character
istics relating to inventories.

57. In determ ining whether transactions have
been recorded, the direction of the audit testing
should be from the
A. General ledger balances.
B. Adjusted trial balance.
C. Original source documents.
D. General journal entries.

58. When providing limited assurance that the
financial statements of a nonpublic entity require
n o m aterial modifications to be in accordance
with generally accepted accounting principles,
the accountant should
A. Assess the risk that a material misstate
ment could occur in a financial state
ment assertion.
B. Confirm with the en tity’s law yer that
material loss contingencies are disclosed.
C. Understand the accounting principles of
the industry in which the entity oper
ates.
D. Develop audit programs to determ ine
whether the entity’s financial statements
are fairly presented.

62. In using the work of a specialist, an auditor
may refer to the specialist in the auditor’s report
if, as a result o f the specialist’s findings, the
auditor
A. Becomes aware o f conditions causing
substantial doubt about the entity’s abili
ty to continue as a going concern.
B. Desires to disclose the specialist’s find
ings, which imply that a more thorough
audit was performed.
C. Is able to corroborate another specialist’s
e a rlier findings that were consistent
with management’s representations.
D. Discovers significant deficiencies in the
design o f the en tity’s internal control
structure that m anagem ent does n o t
correct.

59. An internal auditor’s work would most likely
affect the nature, timing, and extent o f an inde
pendent CPA’s auditing procedures when the
in tern al au d itor’s work relates to assertions
about the
A. Existence of contingencies.
B. Valuation of intangible assets.
C. Existence of fixed asset additions.
D. Valuation of related party transactions.

63. The refusal o f a client’s attorney to provide
information requested in an inquiry letter gener
ally is considered
A. Grounds for an adverse opinion.
B. A limitation on the scope of the audit.
C. Reason to withdraw from the engage
ment.
D. Equivalent to a reportable condition.
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64. A client’s lawyer is unable to form a conclu
sion about the likelihood of an unfavorable out
come o f pending litigation because o f inherent
uncertainties. I f the litig a tio n ’s effect on the
client’s financial statements could be material,
the auditor most likely would
A. Issue a qualified opinion in the auditor’s
report because of the lawyer’s scope limi
tation.
B. Withdraw from the engagement because
of the lack of information furnished by
the lawyer.
C. D isclaim an opinion on the fin an cial
statements because of the materiality of
the litigation’s effect.
D. Add an explanatory paragraph to the
auditor’s report because of the uncertainty.

68. When auditing related party transactions, an
auditor places primary emphasis on
A. Ascertaining the rights and obligations
of the related parties.
B. Confirming the existence of the related
parties.
C. V erifyin g the valuation o f the related
party transactions.
D. Evaluating the disclosure of the related
party transactions.

69. Which of the following procedures would an
auditor ordinarily perform first in evaluating
management’s accounting estimates for reason
ableness?
A. D evelop independent expectations o f
management’s estimates.
B. Consider the appropriateness of the key
factors or assumptions used in preparing
the estimates.
C. Test the calculations used by manage
ment in developing the estimates.
D. Obtain an understanding o f how man
agement developed its estimates.

65. Which of the following procedures would an
auditor most likely perform in obtaining evidence
about subsequent events?
A. Determine that changes in employee pay
rates after year end were properly autho
rized.
B. R ecom pute d ep reciation charges for
plant assets sold after year end.
C. Inquire about payroll checks that were
recorded before year end but cashed after
year end.
D. Investigate changes in long-term debt
occurring after year end.

70. W hich o f the fo llo w in g pairs o f accounts
would an auditor most likely analyze on the same
working paper?
A. Notes receivable and interest income.
B. Accrued interest receivable and accrued
interest payable.
C. Notes payable and notes receivable.
D. Interest income and interest expense.

66. To which o f the follo w in g m atters would
materiality limits n ot apply in obtaining written
management representations?
A. The availability of minutes of stockhold
ers’ and directors’ meetings.
B. Losses from purchase commitments at
prices in excess of market value.
C. The disclosure of compensating balance
arrangements involving related parties.
D. Reductions of obsolete inventory to net
realizable value.

71. An auditor’s working papers serve mainly to
A. Provide the principal support for the
auditor’s report.
B. Satisfy the auditor’s responsibilities con
c e rn in g th e Code o f P ro fe s s io n a l
Conduct.
C. M onitor the effectiveness o f the C PA
firm’s quality control procedures.
D. Docum ent the le v e l o f independence
maintained by the auditor.

67. The date of the management representation
letter should coincide with the date of the
A. Balance sheet.
B. Latest interim financial information.
C. Auditor’s report.
D. Latest related party transaction.
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76. An auditor most likely would be responsible
for communicating significant deficiencies in the
design of the internal control structure
A. To the Securities and Exchange Com
mission when the client is a publiclyheld entity.
B. To specific le g is la tiv e and regu latory
bodies when reportin g under G overn
ment Auditing Standards.
C. To a court-appointed creditors’ commit
tee when the client is operating under
Chapter 11 o f the Federal Bankruptcy
Code.
D. To shareholders with significant influ
ence (more than 20% equity ownership)
w hen th e re p o rta b le con d ition s are
deemed to be material weaknesses.

72. W h en an a u d ito r te s ts a com p u terized
accounting system, which of the following is true
of the test data approach?
A. Several transactions o f each type must
be tested.
B. Test data are processed by the client’s
computer programs under the auditor’s
control.
C. Test data must consist o f all possible
valid and invalid conditions.
D. The program tested is different from the
program used throughout the year by the
client.
73. Which of the following procedures would an
auditor lea st likely perform before the balance
sheet date?
A. Confirmation of accounts payable.
B. Observation of merchandise inventory.
C. Assessment of control risk.
D. Identification of related parties.
74. What type of analytical procedure would an
auditor most likely use in developing relation
ships am ong b alan ce sh eet accounts when
reviewing the financial statements of a nonpublic
entity?
A. Trend analysis.
B. Regression analysis.
C. Ratio analysis.
D. Risk analysis.

77. A principal auditor decides not to refer to the
audit of another CPA who audited a subsidiary of
the p rin cip a l a u d ito r’s clien t. A fte r m aking
inquiries about the other CPA’s professional repu
tation and independence, the principal auditor
most likely would
A. Add an explanatory paragraph to the
auditor’s report indicating that the sub
sidiary’s financial statements are n o t
m aterial to the consolidated financial
statements.
B. Document in the engagement letter that
the principal auditor assumes no respon
s ib ility for the other C PA’s work and
opinion.
C. O btain w ritte n perm ission from the
other CPA to omit the reference in the
principal auditor’s report.
D. Contact the other CPA and review the
audit programs and working papers per
taining to the subsidiary.

75. Which of the following procedures is ordinar
ily performed by an accountant in a compilation
engagement of a nonpublic entity?
A. Reading the financial statements to con
sider whether they are free of obvious
mistakes in the application of accounting
principles.
B. Obtaining written representations from
management indicating that the com
piled financial statements w ill n o t be
used to obtain credit.
C. M aking inquiries o f management con
cerning actions taken at meetings of the
stockholders and the board of directors.
D. Applying analytical procedures designed
to corroborate management’s assertions
that are embodied in the financial state
ment components.
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78. Com piled financial statem ents should be
accompanied by an accountant’s report stating
that
A. A com pilation includes assessing the
accounting principles used and signifi
cant management estimates, as well as
evaluating the overall financial state
ment presentation.
B. The accountant compiled the financial
statem ents in accordance w ith S tate
ments on Standards for Accounting and
Review Services.
C. A com pilation is substantially less in
scope than an audit in accordance with
G A A S , the ob jective o f w hich is the
expression of an opinion.
D. The accountant is not aw are o f any
m aterial modifications that should be
made to the financial statements to con
form with GAAP.

81. Each page of a nonpublic entity’s financial

statements reviewed by an accountant should
include the following reference:
A. See Accompanying Accountant’s Footnotes.
B. Reviewed, No M a teria l M odifications
Required.
C. See Accountant’s Review Report.
D. Reviewed, No Accountant’s Assurance
Expressed.
82. An auditor’s report on financial statements
prepared on the cash receipts and disbursements
basis of accounting should include all of the fol
lowing except
A. A reference to the note to the financial
statem en ts th a t d escrib es th e cash
receip ts and disbu rsem ents basis o f
accounting.
B. A statement that the cash receipts and
disbursements basis of accounting is not
a comprehensive basis of accounting.
C. An opinion as to whether the financial
statem en ts are p resen ted fa ir ly in
conformity with the cash receipts and
disbursements basis of accounting.
D. A statem ent th at the audit was con
ducted in accordance w ith g en e ra lly
accepted auditing standards.

79. Moore, CPA, has been asked to issue a review
report on the balance sheet of Dover Co., a non
public entity. M oore w ill not be rep ortin g on
Dover’s statements of income, retained earnings,
and cash flows. M oore may issue the review
report provided the
A. Balance sheet is presented in a p re 
scribed form of an industry trade associ
ation.
B. Scope of the inquiry and analytical pro
cedures has not been restricted.
C. Balance sheet is not to be used to obtain
credit or distributed to creditors.
D. Specialized accounting principles and
practices o f D over’s industry are dis
closed.

83. The objective of a review of interim financial
information o f a public entity is to provide an
accountant with a basis for reporting whether
A. M aterial modifications should be made
to conform w ith g e n e r a lly accepted
accounting principles.
B. A reasonable basis exists for expressing
an updated opinion regarding the finan
cial statem ents th at were previou sly
audited.
C. Condensed financial statements or pro
forma financial inform ation should be
included in a registration statement.
D. The financial statements are presented
fa ir ly in accordance w ith g e n e ra lly
accepted accounting principles.

80. Baker, CPA, was engaged to review the finan
cial statements of H all Co., a nonpublic entity.
D u rin g the en gagem en t B a k er un covered a
com plex scheme in v o lvin g clien t ille g a l acts
and irregularities that m aterially affect H a ll’s
fin an cial statem ents. I f B ak er b elieves th at
modification of the standard review report is not
adequate to indicate the deficiencies in the finan
cial statements, Baker should
A. Disclaim an opinion.
B. Issue an adverse opinion.
C. Withdraw from the engagement.
D. Issue a qualified opinion.

84. In reporting on an entity’s internal control

structure over financial reporting, a practitioner
should include a paragraph that describes the
A. Docum entary evidence regard in g the
control environment factors.
B. Changes in the internal control structure
since the prior report.
C. Potential benefits from the practitioner’s
suggested improvements.
D. Inherent limitations of any internal con
trol structure.
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88. Which of the following statements is correct
concerning an auditor’s required communication
with an entity’s audit committee?
A. This communication is required to occur
before the auditor’s report on the finan
cial statements is issued.
B. This communication should include man
agement changes in the application of
significant accounting policies.
C. Any significant matter communicated to
the audit committee also should be com
municated to management.
D. Significant audit adjustments proposed
by the auditor and recorded by manage
ment need not be communicated to the
audit committee.

85. A n au d ito r is c o n sid e rin g w h eth e r the
omission of a substantive procedure considered
necessary at the time of an audit may impair the
auditor’s present ability to support the previously
expressed opinion. The auditor need not apply
the omitted procedure if the
A. F in a n c ia l sta tem en ts and a u d ito r ’s
report were not distributed beyond man
agement and the board of directors.
B. Auditor’s previously expressed opinion
was qu alified because o f a departure
from GAAP.
C. Results o f other procedures that were
applied tend to compensate for the proce
dure omitted.
D. Omission is due to unreasonable delays
by client personnel in providing data on
a timely basis.

89. In reporting on compliance with laws and
regulations during a financial statement audit in
accordance with Government Auditing Standards,
an auditor should include in the auditor’s report
A. A statement of assurance that all con
trols over fraud and illega l acts were
tested.
B. M aterial instances o f fraud and illegal
acts that were discovered.
C. The m a te ria lity c rite ria used by the
auditor in considering whether instances
of noncompliance were significant.
D. An opinion on whether compliance with
laws and regulations affected the entity’s
goals and objectives.

86. Which of the following statements is correct
concerning letters for underwriters, commonly
referred to as comfort letters?
A. Letters for underwriters are required by
the Securities Act of 1933 for the initial
public sale of registered securities.
B. Letters for underwriters typically give
negative assurance on unaudited interim
financial information.
C. L ette rs for u n derw riters u sually are
included in the registration statement
accompanying a prospectus.
D. L e tte r s fo r u n d e rw rite rs o rd in a r ily
update auditors’ opinions on the prior
year’s financial statements.

90. Which of the following statements is a stan
dard applicable to financial statement audits in
accordance with Government Auditing Standards?
A. An auditor should assess whether the
e n tity has re p o rta b le m easu res o f
economy and efficiency that are valid
and reliable.
B. An auditor should report on the scope of
the auditor’s testing of internal controls.
C. An auditor should briefly describe in the
auditor’s report the method of statistical
sampling used in performing tests of con
trols and substantive tests.
D. An auditor should determine the extent
to which the entity’s programs achieve
the desired level of results.

87. I f information accompanying the basic finan
cial statements in an auditor-submitted docu
ment has been subjected to auditing procedures,
the auditor may include in the auditor’s report on
the financial statem ents an opinion that the
accompanying information is fairly stated in
A. A ccordance w ith g e n e ra lly accepted
auditing standards.
B. C on fo rm ity w ith g e n e ra lly accepted
accounting principles.
C. A ll material respects in relation to the
basic financial statements taken as a
whole.
D. Accordance with attestation standards
expressing a conclusion about manage
ment’s assertions.
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A ud itor’s Report

Q u estio n N u m b e r 2 consists of 15 items per
taining to possible deficiencies in an auditor’s
report. Select the b est answer for each item. Use
a No. 2 pencil to blacken the appropriate ovals on
the O b jective A nsw er Sheet to indicate your
answers. A n s w e r a ll item s. Your grade w ill be
based on the total number of correct answers.

We have audited the accompanying consolidated
balance sheets of Bond Company and subsidiaries
as of December 31, 1994 and 1993, and the relat
ed consolidated statements of income, retained
earnings, and cash flow s for the years then
ended. These financial statements are the respon
s ib ility o f the C om pany’s m anagem ent. Our
responsibility is to express an opinion on these
financial statements based on our audits.

Perry & Price, CPAs, audited the consolidated
financial statements of Bond Company for the
year ended December 31, 1993, and expressed an
adverse opinion because Bond carried its plant
and equipment at appraisal values, and provided
for depreciation on the basis of such values.

We conducted our audits in accordance with gen
erally accepted auditing standards. Those stan
dards require that we plan and perform the audit
to obtain reasonable assurance about whether the
financial statements are free o f m aterial mis
statement. An audit includes examining, on a
test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit
also includes assessing the accounting principles
used, as well as evaluating the overall financial
statem ent presentation. We b elieve th at our
audits provide a reasonable basis for our opinion.

Perry & Price also audited Bond’s financial state
ments for the year ended December 31, 1994.
These consolidated financial statements are being
presented on a comparative basis with those of
the prior year and an unqualified opinion is being
expressed.
Smith, the engagement supervisor, instructed
Adler, an assistant on the engagement, to draft
the auditor’s report on May 3, 1995, the date of
com pletion o f the field work. In d ra ftin g the
report below, Adler considered the following:

In our previous report, we expressed an opinion
that the 1993 financial statements did not fairly
present financial position, results of operations,
and cash flow s in conform ity w ith gen erally
accepted accounting p rin cip les because the
Company carried its plant and equipm ent at
appraisal values and provided for depreciation on
the basis of such values. As described in Note 12,
the Company has changed its method of account
ing for these items and restated its 1993 financial
statements to conform with generally accepted
accounting principles. Accordingly, our present
opinion on the 1993 financial statements, as pre
sented herein, is different from that expressed in
our previous report.

• Bond recently changed its method of account
ing for plant and equipment and restated its
1993 consolidated financial statements to con
form with GAAP. Consequently, the CPA firm’s
present opinion on those statements is differ
ent (unqualified) from the opinion expressed on
May 12, 1994.
• Larkin & Lake, CPAs, audited the financial
sta tem en ts o f BX, In c., a con solid ated
s u b sid ia ry o f Bond, fo r the y e a r ended
December 31, 1994. The subsidiary’s financial
statements reflected total assets and revenues
of 2% and 3%, respectively, of the consolidated
totals. Larkin & Lake expressed an unqualified
opinion and furnished Perry & Price with a
copy of the auditor’s report. Perry & Price has
decided to assume responsibility for the work
o f Larkin & Lake insofar as it relates to the
expression o f an opinion on the consolidated
financial statements taken as a whole.

In our opinion, the consolidated financial state
ments referred to above present fairly, in all
material respects, the financial position o f Bond
Company and subsidiaries as o f December 31,
1994 and 1993, and the results of its operations
and its cash flows for the years then ended in
conformity with generally accepted accounting
principles except for the change in accounting
principles with which we concur and the uncer
tain ty, w hich is discu ssed in the fo llo w in g
explanatory paragraph.

• Bond is a defendant in a law su it a lle g in g
patent infringement. This is adequately dis
closed in the notes to Bond’s financial state
ments, but no provision for liability has been
recorded because the ultimate outcome of the
litigation cannot presently be determined.
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96. T h e rep o rt does n o t state in the scope
paragraph that generally accepted auditing
standards require analytical procedures to
be performed in planning an audit.

The Company is a defendant in a lawsuit alleging
in frin g e m e n t o f c e rta in p a te n t rig h ts . T h e
Company has filed a counteraction, and prelimi
nary hearings and discovery proceedings are in
progress. The ultimate outcome of the litigation
cannot presently be determined. Accordingly, no
provision for any liability that may result upon
adjudication has been made in the accompanying
financial statements.

97. The report does n ot state in the scope para
graph that an audit includes assessing the
internal control structure.
98. The report does n ot state in the scope para
graph that an audit includes assessing sig
nificant estimates made by management.

Perry & Price, CPAs
May 3, 1995

99. The date o f the previous report (M ay 12,
1994) is n ot disclosed in the first explana
tory paragraph.

R eq u ired :
Smith reviewed A dler’s draft and indicated
in the Supervisor’s Review Notes below that there
w ere deficien cies in A d le r ’s draft. Ite m s 91
th rou gh 105 represent the deficiencies noted by
Smith. For each deficiency, indicate whether
Smith is correct C or incorrect I in the criti
cism of Adler’s draft and blacken the correspond
ing oval on the Objective Answer Sheet.

100. It is inappropriate to disclose in the first
explanatory paragraph the circumstances
that caused Perry & Price to express a dif
ferent opinion on the 1993 financial state
ments.
101. The concurrence with the accounting change
is inappropriate in the opinion paragraph.

Supervisor’s Review Notes
91. The report is improperly titled.

102. Reference to the (litig a tio n ) uncertainty
should n o t be made in the opinion para
graph.

92. A ll the basic financial statements are n o t
properly identified in the introductory para
graph.

103. Bond’s disclosure o f the (litigation) uncer
tainty in the notes to the financial state
m ents is n o t r e fe rre d to in th e second
explanatory paragraph.

93. T h ere is n o refe ren c e to th e A m erica n
Institute o f Certified Public Accountants in
the introductory paragraph.

104. The letter o f inquiry to Bond’s lawyer con
cerning litigation, claims, and assessments
is n ot referred to in the second explanatory
paragraph.

94. L ark in & Lake are n o t id en tified in the
introductory and opinion paragraphs.
95. The subsidiary, BX Inc., is n o t identified
and the magnitude of BX’s financial state
ments is n o t disclosed in the introductory
paragraph.

105. The report is n ot dual dated, but it should
be because of the change of opinion on the
1993 financial statements.
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Possible Errors and Irregularities

Question Number 3 consists of 15 items. Select
the best answer for each item. Use a No. 2 pencil
to blacken the appropriate ovals on the Objective
Answer Sheet to indicate your answers. Answer
all items. Your grade will be based on the total
number of correct answers.

106. Invoices for goods sold are posted to in 
correct customer accounts.

Field, CPA, is auditing the financial statements
of M iller Mailorder, Inc. (M M I) for the year ended
January 31, 1995. Field has compiled a list of
possible errors and irregularities that may result
in the misstatement o f M M I’s financial state
ments, and a corresponding list of internal con
trol procedures that, if properly designed and
implemented, could assist M M I in preventing or
detecting the errors and irregularities.

109. Invoices are sent for shipped goods and are
recorded in the sales journal, but are not
posted to any customer account.

107. Goods ordered by customers are shipped, but
are not billed to anyone.
108. Invoices are sent for shipped goods, but are
not recorded in the sales journal.

110. Credit sales are made to individuals with
unsatisfactory credit ratings.
111. Goods are removed from inventory for un
authorized orders.

112. Goods shipped to customers do not agree
with goods ordered by customers.

Required:

113. Invoices are sent to allies in a fraudulent
scheme and sales are recorded for fictitious
transactions.

For each possible error and irregularity num
bered 106 through 120, select one internal con
trol procedure from the answer list on page 31
that, i f properly designed and implemented, most
likely could assist M M I in preventing or detecting
the errors and irregularities. Blacken the corre
sponding oval on the Objective Answer Sheet.
Each response in the list of internal control proce
dures may be selected once, more than once, or
not at all.

114. Customers’ checks are received for less than
the customers’ full account balances, but the
customers’ full account balances are credited.
115. Custom ers’ checks are m isappropriated
before being forwarded to the cashier for
deposit.
116. Customers’ checks are credited to incorrect
customer accounts.
117. Different customer accounts are each credited
for the same cash receipt.
118. Customers’ checks are properly credited to
customer accounts and are properly deposit
ed, but errors are made in recording receipts
in the cash receipts journal.
119. Customers’ checks are misappropriated after
being forwarded to the cashier for deposit.
120. Invalid transactions granting credit for sales
returns are recorded.
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Internal Control Procedures
A.

B.
C.
D.
E.

Shipping clerks compare goods received from
the warehouse with the details on the ship
ping documents.
Approved sales orders are required for goods
to be released from the warehouse.

K.

C ontrol amounts posted to the accounts
receivable ledger are compared with control
totals of invoices.

L.

Sales invoices are compared with shipping
documents and approved customer orders
before invoices are mailed.

M. Prenum bered credit memos are used for
granting credit for goods returned.

M onthly statements are mailed to all cus
tomers with outstanding balances.

N.

Shipping clerks compare goods received from
the warehouse with approved sales orders.

Goods returned for credit are approved by
the supervisor o f the sales department.

0.

Custom er orders are com pared w ith the
inventory master file to determine whether
items ordered are in stock.

Remittance advices are separated from the
checks in the mailroom and forwarded to the
accounting department.

P.

Total amounts posted to the accounts receiv
able ledger from remittance advices are com
pared with the validated bank deposit slip.

Q.

The cashier examines each check for proper
endorsement.

R.

Validated deposit slips are compared with
the cashier’s daily cash summaries.

S.

An employee, other than the bookkeeper,
periodically prepares a bank reconciliation.

T.

Sales returns are approved by the same
em p lo yee who issues r e c e iv in g rep o rts
evidencing actual return of goods.

F.

D aily sales summaries are compared with
control totals of invoices.

G.

Shipping documents are compared with sales
invoices when goods are shipped.

H.

Sales invoices are compared with the master
price file.

I.

C ustom er orders are com pared w ith an
approved customer list.

J.

Sales orders are prepared for each customer
order.
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Num ber 4 (Estimated time— 25 to 35 minutes)

Num ber 5 (Estimated time— 25 to 35 minutes)

Hart, CPA, has been approached by Unidyne Co.
to accept an attest engagement to examine and
report on management’s written assertion about
the effectiveness o f Unidyne’s internal control
structure over financial reporting as of June 30,
1995, the end of its fiscal year.

On November 19, 1994, Wall, CPA, was engaged
to audit the financial statements of Trendy Auto
Imports, Inc. for the year ended December 31,
1994. W a ll is considering T ren dy’s ab ility to
continue as a going concern.
R equ ired :
a. Describe W all’s basic responsibility in
considering Trendy’s ability to continue as a going
concern.

R eq u ired :
a. Describe the required conditions that
must be met for Hart to accept an attest engage
ment to examine and report on management’s
assertion about the effectiveness o f Unidyne’s
internal control structure.

b. Describe the audit procedures Wall most
likely would perform to identify conditions and
events that may indicate that Trendy has a going
concern problem.

b. Describe the broad engagement activities
that would be involved in Hart’s performing an
examination o f management’s assertion about
the effectiveness o f Unidyne’s internal control
structure.

c. Describe the m anagem ent plans that
W all should consider that could m itigate the
adverse effects of Trendy’s financial difficulties if
W a ll id e n tifie d con d ition s and e ven ts th a t
indicated a potential going concern problem.

c. Describe the other types o f attest ser
vices that Hart may provide and those specifically
n ot permitted in connection with Unidyne’s inter
nal control structure.

32

Uniform Certified Public Accountant Examination—Accounting & ReportingTaxation, Managerial, and Governmental and N ot-for-Profit Organizations

EXAMINATION QUESTIONS

CANDIDATE NUMBER
Record your 7-digit candidate
number in the boxes.

The point values for each question, and estimated time
allotments based primarily on point value, are as follows:
Point
Value
No. 1 ..............
No. 2 ........ .
No. 3 ..............
Totals ............

60
20
20
100

Estimated Minutes
Minimum Maximum
120
25
25
170

Q-ARE

130
40
40
210

M a y 4, 1995; 8:30 A.M. to 12:00 NOON

INSTRUCTIONS TO CANDIDATES Failure to follow these Instructions may have an adverse effect on yo ur Examination grade.
1.

Do not break the seal around the Examination
Questions (pages 3 through 22) until you are
told to do so.

3.

You are required to turn in by the end of each
session:
a. Attendance Record and Calculator Signoff Record Form, page 1;
b. Examination Questions, pages 3 through 22;
c. Objective Answer Sheet, pages 23 and 24;
d. Calculator; and
e. All unused examination materials.

2. A ll questions should be answered on the
Objective Answer Sheet, which is pages 23
and 24. You should attem pt to answer all
o b je c tiv e item s. T h ere is no p e n a lty for
incorrect responses. Work space to solve the
o b je c tiv e qu estion s is p ro vid ed i n the
Examination Questions on pages 5 through 15
and pages 20 and 21. Since the ob jective
items are computer-graded, your comments
and calculations associated with them are not
considered. Be certain that you have entered
your answers on the Objective Answer Sheet
before the examination time is up. Your exam
ination will not be graded if you fail to record
your answers on the Objective Answer Sheet.
You will not be given additional time to record
your answers.

Your examination w ill not be graded unless
the above listed items are handed in before
leaving the examination room.
4.

Unless otherwise instructed, if you want your
Exam ination Questions mailed to you, write
yo u r nam e and address in both places
in d ica ted on page 22 and place 55 cents
postage in the space provided. Examination
Questions will be distributed no sooner than
the day following the administration o f this
examination.

P r e p a r e d by the B o a r d o f E x a m in e rs o f the A m e ric a n
Institute o f Certified Public Accountants and adopted by the
exam ining boards o f all states, the District o f Colum bia,
Guam , Puerto Rico, and the Virgin Islands o f the United
States.
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5.

&

Multiply & Divide — Multiplies
or divides the displayed number by the
next number entered.

To turn the calculator on press C A . Display
will read “0”. The calculator automatically
turns itself off approximately 8 minutes after
the last entry. A ll data in the calculator will
be lost once the calculator is off. We
recom m end th at when you press = , you
press
before beginning a new calculation.
The basic key descriptions are as follows:

Equal— Displays

the results
previously entered operations.

all

Square Root— Calculates the square
root of the displayed number. It is
unlikely that you w ill need to use this
key during the exam.

On and Clear—Clears the calculator of
all entries, including entries in memory,
once calculator is on.

Percentage— Converts

the displayed
number to a percentage (i.e., divides it
by 100) and completes all previously
entered operations. It is unlikely that you
will need to use this key during the exam.

Clear Calculation — Clears the Display.
... 9

of

N u m e r ic a ls — In p u ts th a t

number.

M em ory A d d — Adds the displayed

Decimal— Indicates that all numbers to

number to the balance in memory.

follow are decimals.

Memory Subtract— Subtracts the dis

Change sign— Changes plus (minus) to

played number from the balance in
memory.

minus (plus).

Recall Memory—Pressed once, displays

& Add & Subtract—Adds the next
number entered to, or subtracts the next
number entered from, the displayed
number.

the balance in memory. Pressed twice in
a row, eliminates the balance in memory
but not the displayed number.

If your calculator does not work or malfunctions, a replacement calculator will be available from the proctor.
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2. Browne, a self-employed taxpayer, had 1994
business net income o f $100,000 prior to any
expense deduction for equipment purchases. In
1994, Browne purchased and placed into service,
fo r business use, o ffic e m a ch in ery costin g
$20,000. This was Browne’s only 1994 capital
expenditure. Browne’s business establishment
was not in an econom ically distressed area.
Browne made a proper and timely expense elec
tion to deduct the maximum amount. Browne
was not a member o f any pass through entity.
What is Browne’s deduction under the election?
A. $ 4,000
B. $10,000
C. $17,500
D. $20,000

Number 1 (Estimated time—120 to 130 minutes)
Instructions
Select the best answer for each of the following
items. Use a No. 2 pencil to blacken the appro
priate ovals on the Objective Answer Sheet to
indicate your answers. Mark only one answer
for each item. Answer all items. Your grade
w ill be based on the total number o f correct
answers.

Item s 1 th ro u gh 35 are in the a re a s of
fed eral taxation. The answ ers should be
based on the Internal Revenue Code and
Tax Regulations in effect for the tax period
specified in the item. If n o tax period is
specified, use the c u r r e n t Internal Revenue
Code and Tax Regulations.

Items 3 and 4 are based on the following:
Conner purchased 300 shares of Zinco stock for
$30,000 in 1980. On May 23, 1994, Conner sold
all the stock to his daughter Alice for $20,000, its
then fair market value. Conner realized no other
gain or loss during 1994. On July 26, 1994, Alice
sold the 300 shares of Zinco for $25,000.

3.
W hat amount o f the loss from the sale of
Zinco stock can Conner deduct in 1994?
A. $0
B. $ 3,000
C. $ 5,000
D. $10,000

1. Which payment(s) is(are) included in a recip
ient’s gross income?
I. Payment to a graduate assistant for a parttim e teaching assignment at a university.
Teaching is not a requirement toward obtain
ing the degree.
II. A grant to a Ph.D. candidate for his partici
pation in a university-sponsored research
project for the benefit of the university.

4.
What was Alice’s recognized gain or loss on
her sale?
A. $0
B. $5,000 long-term gain.
C. $5,000 short-term loss.
D. $5,000 long-term loss.

A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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5. On August 1, 1994, Graham purchased and
placed into service an office building costing
$264,000 including $30,000 for the land. What
was Graham’s M ACRS deduction for the office
building in 1994?
A. $9,600
B. $6,000
C. $3,600
D. $2,250

8. Matthews was a cash basis taxpayer whose
records showed the following:
1994 state and local income taxes withheld $1,500
1994 state estimated income taxes paid
December 3 0 , 1994
400
1994 federal income taxes withheld
2,500
1994 state and local income taxes paid
April 17, 1995
300
W hat total amount was M atthews entitled to
claim for taxes on her 1994 Schedule A of Form
1040?
A. $4,700
B. $2,200
C. $1,900
D. $1,500

6. Grey, a ca len d a r y e a r ta x p a yer, was
employed and resided in New York. On February 2,
1994, G rey was p erm an en tly tra n s fe rre d to
Florida by his employer. Grey worked full-time
for the entire year. In 1994, Grey incurred and
paid the follow in g unreim bursed expenses in
relocating.
Lodging and travel expenses while
moving
Pre-move househunting costs
Costs of moving household furnishings
and personal effects

9. Which expense, both incurred and paid in
1994, can be claimed as an itemized deduction
subject to the two-percent-of-adjusted-grossincome floor?
A. Employee’s unreimbursed business car
expense.
B. One-half of the self-employment tax.
C. E m p lo y e e ’ s u n reim bu rsed m ovin g
expense.
D. Self-employed health insurance.

$1,000
1,200
1,800

What amount was deductible as moving expense
on Grey’s 1994 tax return?
A. $4,000
B. $2,800
C. $1,800
D. $1,000

10. In 1994, Joan Frazer’s residence was totally
destroyed by fire. The property had an adjusted
basis and a fair market value of $130,000 before
the fire. During 1994, Frazer received insurance
reimbursement of $120,000 for the destruction of
her home. Frazer’s 1994 adjusted gross income
was $70,000. Frazer had no casualty gains during
the year. What amount of the fire loss was Frazer
entitled to claim as an itemized deduction on her
1994 tax return?
A. $ 2,900
B. $ 8,500
C. $ 8,600
D. $10,000

7. Moore, a single taxpayer, had $50,000 in
adjusted gross income for 1994. During 1994 she
contributed $18,000 to her church. She had a
$10,000 charitable contribution carryover from
her 1993 church contribution. W hat was the
m axim um amount o f p rop erly substantiated
charitable contributions that Moore could claim
as an itemized deduction for 1994?
A. $10,000
B. $18,000
C. $25,000
D. $28,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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13. W hich o f the follow ing is(are) among the
requirements to enable a taxpayer to be classified
as a “qualifying widow(er)”?

11. Which items are subject to the phase out of
the amount of certain itemized deductions that
may be claimed by high-income individuals?
A. Charitable contributions.
B. Medical costs.
C. Nonbusiness casualty losses.
D. Investment interest deductions.

I. A dependent has lived with the taxpayer for
six months.
II. The taxpayer has maintained the cost of the
principal residence for six months.
A.
B.
C.
D.

14. In 1994, Smith, a divorced person, provided
over one half the support for his widowed mother,
Ruth, and his son, Clay, both of whom are U.S.
citizens. During 1994, Ruth did not live with
Smith. She received $9,000 in social security
benefits. Clay, a full-time graduate student, and
his wife lived with Smith. Clay had no income but
filed a joint return for 1994, owing an additional
$500 in taxes on his w ife’s income. How many
exemptions was Smith entitled to claim on his
1994 tax return?
A. 4
B. 3
C. 2
D. 1

12. Tom and S ally W hite, m arried and filin g
jo in t income tax returns, d erive th eir entire
incom e from th e op e ra tio n o f th e ir r e ta il
s ta tio n e ry shop. T h e ir 1994 adjusted gross
income was $100,000. The Whites itemized their
deductions on Schedule A for 1994. The following
unreimbursed cash expenditures were among
those made by the Whites during 1994:
Repair and maintenance of
motorized wheelchair for
physically handicapped
dependent child
Tuition, meals, and lodging at
special school for physically
handicapped dependent child
in an institution primarily for
the availability of medical care,
with meals and lodging furnished
as necessary incidents to that care

I only.
II only.
Both I and II.
Neither I nor II.

$ 600

15. A cash basis taxpayer should report gross
income
A. Only for the year in which income is
actually received in cash.
B. Only for the year in which income is
actually received whether in cash or in
property.
C. For the year in which income is either
actually or constructively received in
cash only.
D. For the year in which income is either
a c tu a lly or c o n s tru c tiv e ly rec e iv e d ,
whether in cash or in property.

8,000

W ithout regard to the adjusted gross income
percentage threshold, w hat amount m ay the
Whites claim in their 1994 return as qualifying
medical expenses?
A. $8,600
B. $8,000
C. $ 600
D. $0

MULTIPLE-CHOICE WORK SPACE— This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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19. Chris Baker’s adjusted gross income on her
1994 tax retu rn was $160,000. The am ount
covered a 12-month period. For the 1995 tax year,
Baker may avoid the penalty for the underpay
ment of estimated tax i f the timely estimated tax
payments equal the required annual amount of
I. 90% of the tax on the return for the current
year, paid in four equal installments.
II. 100% of prior year’s tax liability, paid in four
equal installments.

16. An accuracy-related penalty applies to the
portion of tax underpayment attributable to
I. Negligence or a disregard of the tax rules or
regulations.
II. Any substantial understatement of income
tax.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

17. In 1994, Don M ills, a single taxpayer, had
$70,000 in taxable income before personal exemp
tions. Mills had no tax preferences. His itemized
deductions were as follows:
State and local income taxes
Home mortgage interest on loan to
acquire residence
Miscellaneous deductions that exceed
2% of adjusted gross income

20. A claim fo r refu n d o f erro n e o u s ly paid
income taxes, filed by an individual before the
statute of limitations expires, must be submitted
on Form
A. 1139
B. 1045
C. 1040X
D. 843

$5,000
6,000
2,000

21. Village Corp., a calendar year corporation,
began business in 1990. Village made a valid S
Corporation election on December 5, 1993, with
the unanimous consent of its shareholders. The
eligibility requirements for S status continued to
be m et th rou gh ou t 1994. On w h at d ate did
Village’s S status become effective?
A. January 1, 1993.
B. January 1, 1994.
C. December 5, 1993.
D. December 5, 1994.

What amount did Mills report as alternative min
imum taxable income before the AM T exemption?
A. $72,000
B. $75,000
C. $77,000
D. $83,000

18. A lte r n a t iv e m inim um tax p re fe re n ce s
include

22. A shareholder’s basis in the stock o f an S
corporation is increased by the shareholder’s
pro rata share of income from

Tax exempt
Charitable
contributions o f
interest from private
appreciated capital
activity bonds
gain property
issued during 1994
A.
B.
C.
D.

Yes
Yes
No
No

Yes
No
Yes
No

A.
B.
C.
D.

Tax-exempt
interest

Taxable
interest

No
No
Yes
Yes

No
Yes
No
Yes

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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23. Edge Corp. met the stock ownership require
m ents o f a personal holdin g company. W h at
sources o f income must Edge consider to deter
mine if the income requirements for a personal
holding company have been met?

25. Jaxson Corp. has 200,000 shares o f voting
common stock issued and outstanding. K in g
Corp. has decid ed to acqu ire 90 p ercen t o f
Jaxson’s voting common stock solely in exchange
for 50 percent o f its voting common stock and
retain Jaxson as a subsidiary after the transac
tion. Which of the following statements is true?
A. King must acquire 100 percent of Jaxson
stock for the transaction to be a tax-free
reorganization.
B. The transaction will qualify as a tax-free
reorganization.
C. King must issue at least 60 percent of its
voting common stock for the transaction
to qualify as a tax-free reorganization.
D. Jaxson must surrender assets for the
tra n sa ctio n to q u a lify as a ta x -fre e
reorganization.

I. Interest earned on tax-exempt obligations.
II.

Dividends received from an unrelated domes
tic corporation.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

26. Dean is a 25 p ercen t p a rtn e r in T a rg e t
P a rtn e rsh ip . D ea n ’s tax basis in T a rg e t on
January 1, 1994, was $20,000. A t the end of 1994,
Dean received a nonliquidating cash distribution
o f $8,000 from Target. T arget’s 1994 accounts
recorded the following items:
Municipal bond interest income
Ordinary income

24. Kent Corp. is a calendar year, accrual basis C
corporation. In 1994, Kent made a nonliquidating
distribution of property with an adjusted basis of
$150,000 and a fair market value of $200,000 to
Reed, its sole shareholder. The following informa
tion pertains to Kent:
Reed’s basis in Kent stock at
January 1, 1994
Accumulated earnings and
profits at January 1, 1994
Current earnings and profits
for 1994

$ 12,000

40,000

W h a t was D ea n ’s tax basis in T a rg e t on
December 3 1 , 1994?
A. $15,000
B. $23,000
C. $25,000
D. $30,000

$500,000
27. Strom acquired a 25 percent interest in Ace
P artn ersh ip by con trib u tin g land h a vin g an
adjusted basis of $16,000 and a fair market value
o f $50,000. The land was subject to a $24,000
mortgage, which was assumed by Ace. No other
liabilities existed at the time of the contribution.
What was Strom’s basis in Ace?
A. $0
B. $16,000
C. $26,000
D. $32,000

125,000
60,000

What was taxable as dividend income to Reed for
1994?
A. $ 60,000
B. $150,000
C. $185,000
D. $200,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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28. A lt Partnership, a cash basis calendar year
entity, began business on October 1, 1994. A lt
incurred and paid the following in 1994:
Legal fees to prepare the partnership
agreement
Accounting fees to prepare the repre
sentations in offering materials

Items 31 and 32 are based on the following:
Lyon, a cash basis taxpayer, died on January 15,
1994. In 1994, the estate executor made the
required periodic distribution o f $9,000 from
estate income to Lyon’s sole heir. The following
pertains to the estate’s income and disburse
ments in 1994:

$12,000
15,000

A lt elected to amortize costs. What was the maxi
mum amount that A lt could deduct on the 1994
partnership return?
A. $0
B. $ 600
C. $3,000
D. $6,750

1994 Estate Income
$20,000
10,000

Taxable interest
N et long-term capital gains
allocable to corpus

1994 Estate Disbursements
$5,000

29. A guaranteed payment by a partnership to a
partner for services rendered, may include an
agreement to pay
I. A salary of $5,000 monthly without regard to
partnership income.
II. A 25 percent interest in partnership profits.
A.
B.
C.
D.

Administrative expenses
attributable to taxable income

31. For the 1994 calendar year, what was the
estate’s distributable net income (DNI)?
A. $15,000
B. $20,000
C. $25,000
D. $30,000

I only.
II only.
Both I and II.
Neither I nor II.

32. Lyon’s executor does not intend to file an
extension request for the estate fiduciary income
tax return. By what date must the executor file
the Form 1041, U .S. F id u cia ry Incom e Tax
Return, for the estate’s 1994 calendar year?
A. Wednesday, March 15, 1995.
B. Monday, April 17, 1995.
C. Thursday, June 15, 1995.
D. Friday, September 15, 1995.

30. Curry’s adjusted basis in Vantage Partner
ship was $5,000 at th e tim e he rec e iv e d a
nonliquidating distribution of land. The land had
an adjusted basis o f $6,000 and a fair market
value of $9,000 to Vantage. What was the amount
o f Curry’s basis in the land?
A. $9,000
B. $6,000
C. $5,000
D. $1,000

MULTIPLE-CHOICE WORK SPACE— This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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Items 36 through 50 are in the area of man
agerial accounting.

33. A distribution from estate income, that was
currently required, was made to the estate’s sole
beneficiary during its calendar year. The maxi
mum amount of the distribution to be included in
the beneficiary’s gross income is lim ited to the
estate’s
A. Capital gain income.
B. Ordinary gross income.
C. Distributable net income.
D. Net investment income.

36. Day M ail Order Co. applied the high-low
method of cost estimation to customer order data
for the fir s t 4 m onths o f 1995. W h a t is the
estimated variable order filling cost component
per order?
Month

Orders

Cost

January
February
March
April

1,200
1,300
1,800
1,700

$ 3,120
3,185
4,320
3,895

6,000

$14,520

A.
B.
C.
D.

34. The private foundation status of an exempt
organization will terminate if it
A. Becomes a public charity.
B. Is a foreign corporation.
C. Does not distribute all of its net assets
to one or more public charities.
D. Is governed by a charter that limits the
organization’s exempt purposes.

$2.00
$2.42
$2.48
$2.50

37. A 1995 cash budget is being prepared for the
purchase of T oyi, a merchandise item. Budgeted
data are:
Cost of goods sold for 1995
Accounts payable 1/1/95
Inventory — 1/1/95
12/31/95
35. Which of the following exempt organizations
must file annual information returns?
A. Churches.
B. In te r n a lly su pported a u x ilia r ie s o f
churches.
C. Private foundations.
D. Those with gross receipts o f less than
$5,000 in each taxable year.

$300,000

20,000
30,000
42,000

Purchases w ill be made in 12 equal m onthly
amounts and paid for in the following month.
W hat is the 1995 budgeted cash paym ent for
purchases of Toyi?
A. $295,000
B. $300,000
C. $306,000
D. $312,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.

41

Examination Questions — May 1995
42. Companies in what type of industry may
a standard cost system for cost control?

38. Pole Co. is investing in a machine with a 3year life. The machine is expected to reduce
annual cash operating costs by $30,000 in each of
the fir s t 2 yea rs and by $20,000 in y e a r 3.
Present values of an annuity of $1 at 14% are:
Period 1
2
3

0.88
1.65
2.32

A.
B.
C.
D.

Using a 14% cost of capital, what is the present
value of these future savings?
A. $59,600
B. $60,800
C. $62,900
D. $69,500

40. Using the variable costing method, which of
the following costs are assigned to inventory?

A.
B.
C.
D.

Variable factory
overhead costs

Yes
No
No

No
No
Yes

Service
industry

Yes
Yes
No
No

Yes
No
No
Yes

43. Kode Co. manufactures a major product that
gives rise to a by-product called May. May’s only
separable cost is a $1 selling cost when a unit is
sold for $4. Kode accounts for M ay’s sales by
deducting the $3 net amount from the cost of
goods sold of the major product. There are no
inventories. I f Kode were to change its method of
accounting for M ay from a by-product to a joint
product, what would be the effect on Kode’s over
all gross margin?
A. No effect.
B. Gross margin increases by $1 for each
unit of May sold.
C. Gross margin increases by $3 for each
unit of May sold.
D. Gross margin increases by $4 for each
unit of May sold.

39. D el Co. has fixed costs o f $100,000 and
breakeven sales of $800,000. What is its projected
profit at $1,200,000 sales?
A. $ 50,000
B. $150,000
C. $200,000
D. $400,000

Variable selling and
administrative costs

Mass production
industry

41. In its A p ril 1995 production, Hern Corp.,
which does not use a standard cost system ,
incurred total production costs of $900,000, of
w h ich H ern a ttrib u te d $60,000 to norm al
spoilage and $30,000 to abnormal spoilage. Hern
should account for this spoilage as
A. Period cost of $90,000.
B. Inventoriable cost o f $90,000.
C. Period cost of $60,000 and inventoriable
cost of $30,000.
D. Inventoriable cost of $60,000 and period
cost of $30,000.

44. In an activity-based costing system, what
should be used to assign a department’s manufac
turing overhead costs to products produced in
varying lot sizes?
A. A single cause and effect relationship.
B. Multiple cause and effect relationships.
C. Relative net sales values o f the products.
D. A product’s ability to bear cost allocations.

MULTIPLE-CHOICE WORK SPACE— This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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48. Dough Distributors has decided to increase
its daily muffin purchases by 100 boxes. A box of
m u ffin s costs $2 and s e lls fo r $3 th rou gh
re g u la r stores. A n y boxes not sold th rou gh
regular stores are sold through Dough’s th rift
store for $1. Dough assigns the following proba
bilities to selling additional boxes:

45. Select Co. had the following 1994 financial
statement relationships:
Asset turnover
Profit margin on sales

5

0.02

W hat was Select’s 1994 percentage return on
assets?
A.
0.1%
B.
0.4%
C.
2.5%
D. 10.0%

Additional sales

100
What is
buy 100
A.
B.
C.
D.

46. Which measures would be useful in evaluat
ing the performance of a manufacturing system?
I.

Probability

60
.4

the expected value of Dough’s decision to
additional boxes of muffins?
$28
$40
$52
$68

Throughput time.
49. Jago Co. has 2 products that use the same
manufacturing facilities and cannot be subcon
tracted. Each product has sufficient orders to
u tilize the entire manufacturing capacity. For
short-run profit maximization, Jago should man
ufacture the product with the
A. Lower total manufacturing costs for the
manufacturing capacity.
B. Lower total variable manufacturing costs
for the manufacturing capacity.
C. Greater gross profit per hour of manufac
turing capacity.
D. Greater contribution margin per hour of
manufacturing capacity.

II. Total setup time for machines/Total produc
tion time.
III. Num ber o f rew ork units/Total number o f
units completed.
A.
B.
C.
D.

I and II only.
II and III only.
I and III only.
I, II, and III.

47. Which changes in costs are most conducive to
switching from a traditional inventory ordering
system to a just-in-time ordering system?
Cost per
purchase order
A.
B.
C.
D.

Increasing
Decreasing
Decreasing
Increasing

50. Cuff Caterers quotes a price of $60 per per
son for a dinner party. This price includes the 6%
sales tax and the 15% service charge. Sales tax is
computed on the food plus the service charge.
The service charge is computed on the food only.
A t what amount does Cuff price the food?
A. $56.40
B. $51.00
C. $49.22
D. $47.40

Inventory unit
carrying costs
Increasing
Increasing
Decreasing
Decreasing

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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Item s 51 th ro u g h 60 a re in the a re a o f
accounting for governmental and not-forprofit organizations.

55. Cy C ity ’s M unicipal Solid Waste L a n d fill
Enterprise Fund was established when a new
landfill was opened January 3, 1994. The landfill
is expected to close December 31, 2015. Cy’s 1994
expenses would include a portion of which of the
year 2016 expected disbursements?

51. For governmental fund types, which item is
considered the primary measurement focus?
A. Income determination.
B. Flows and balances of financial resources.
C. Capital maintenance.
D. Cash flows and balances.

I. Cost o f a fin al cover to be applied to the
landfill.
II.

Cost of equipment to be installed to monitor
methane gas buildup.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

52. G overnm ental financial reportin g should
provide inform ation to assist users in which
situation(s)?
I. Making social and political decisions.

56. Which of the following funds of a governmen
tal unit uses the same basis of accounting as the
special revenue fund?
A. Enterprise funds.
B. Internal service funds.
C. Nonexpendable trust funds.
D. Expendable trust funds.

II. A ssessin g w h ether current-year citizens
received services but shifted part o f the
payment burden to future-year citizens.
A. I only.
B. II only.
C. Both I and II.
D. Neither I nor II.

57. On December 30, 1994, Leigh Museum, a
not-for-profit organization, received a $7,000,000
donation of Day Co. shares with donor stipulated
requirements as follows:

53. In preparing combined financial statements
for a governmental entity, interfund receivables
and payables should be
A. Reported as reservations of fund balance.
B. Reported as additions to or reductions
from the unrestricted fund balance.
C. Reported as amounts due to and due
from other funds.
D. Eliminated.

• Shares valued at $5,000,000 are to be sold with
the proceeds used to erect a public view in g
building.
• Shares valued at $2,000,000 are to be retained
w ith the dividends used to support current
operations.
Leigh elected early adoption of FASB Statement
No. 117, Financial Statements o f N ot-fo r-P rofit
Organizations. As a consequence of the receipt of
the Day shares, how much should Leigh report as
tem porarily restricted net assets on its 1994
statement of financial position?
A. $0
B. $2,000,000
C. $5,000,000
D. $7,000,000

54. T h e ex p en d itu re e lem en t “ s a la rie s and
wages” is an example of which type of classifica
tion?
A. Object.
B. Program.
C. Function.
D. Activity.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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58. The Jones family lost its home in a fire. On
December 25, 1994, a philanthropist sent money
to the A m er B en evolen t Society to purchase
furniture for the Jones family. During January
1995, A m er purchased this furniture for the
Jones family. Amer, a not-for-profit organization,
elected early adoption o f FASB Statement No.
116, Accounting for Contributions Received and
Contributions Made. How should Amer report the
receipt of the money in its 1994 financial state
ments?
A. As an unrestricted contribution.
B. As a temporarily restricted contribution.
C. As a permanently restricted contribution.
D. As a liability.

59. The Pel Museum, a not-for-profit organiza
tion, elected early adoption of FASB Statement
No. 116, Accounting for Contributions Received
and C o n trib u tio n s M a d e. I f P e l re c e iv e d a
contribution o f historical artifacts, it need n o t
recognize the contribution if the artifacts are to
be sold and the proceeds used to
A. Support general museum activities.
B. Acquire other items for collections.
C. Repair existing collections.
D. Purchase buildings to house collections.

60. In A p ril 1995, D elta H osp ital purchased
medicines from Field Pharmaceutical Co. at a
cost of $5,000. However, Field notified Delta that
the invoice was being canceled and that the
medicines were being donated to Delta. Delta
should record this donation of medicines as
A. A memorandum entry only.
B. A $5,000 credit to nonoperating expenses.
C. A $5,000 credit to operating expenses.
D. Other operating revenue of $5,000.
MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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N um ber 2 (Estim ated tim e—25 to 40 m inutes)

Revenues
$ 800,000
Other financing sources
—bond proceeds
1,230,000
Other financing sources
— operating transfers in 500,000
Expenditures
Other financing uses
— operating transfers out
Unreserved fund balance

Q uestion N u m b er 2 consists of 24 items. Select
the b est answer for each item. Use a No. 2 pencil
to blacken the appropriate ovals on the Objective
Answer Sheet to indicate your answers. A n s w e r
a ll item s. Your grade will be based on the total
number of correct answers.
The follow ing inform ation relates to Bel City,
whose first fiscal year ended December 31, 1994.
Assume Bel has only the long-term debt specified
in the information and only the funds necessi
tated by the information.

• D u rin g 1994, to ta l c a p ita l p ro je ct fund
encumbrances exceeded the corresponding
expenditures by $42,000. A ll expenditures
were previously encumbered.

• The follow ing selected inform ation is taken
from Bel’s 1994 general fund financial records:

Property taxes
Other revenues
Total revenues

Actual
$4,700,000
1,050,000
$5,750,000

Total expenditures

$5,600,000

$5,700,000

Property taxes receivable—delinquent $
Less: Allowance for estimated
uncollectible taxes— delinquent
$

30,000
1,420,000

• Also, at December 31, 1994, capital project
fund entries reflected Bel’s intention to honor
the $1,300,000 purchase orders and commit
ments outstanding for the center.

1. General fund:

Budget
$5,000,000
1,000,000
$6,000,000

$1,080,000

• During 1995, the capital project fund received
no revenues and no other financing sources.
The civic center building was completed in
early 1995 and the capital project fund was
closed by a transfer of $27,000 to the general
fund.
3. Water utility enterprise fund:

420,000

• B el issued $4,000,000 reven u e bonds at
par. These bonds, together with a $700,000
transfer from the general fund, were used to
acquire a water utility. Water utility revenues
are to be the sole source of funds to retire these
bonds beginning in year 1999.

50,000
370,000

• There were no amendments to the budget as
originally adopted.
• No property taxes receivable have been written
off, and th e a llo w an ce for u n co lle ctib le s
balance is unchanged from the initial entry at
the time of the original tax levy.
• There were no encumbrances outstanding at
December 31, 1994.

R equ ired :
For Ite m s 61 th r o u g h 76, indicate i f the
answer to each item is yes Y or no N and
blacken the corresponding oval on the Objective
Answer Sheet.

2. Capital project fund:

Item s 61 th ro u gh 68 relate to Bel’s general
fu nd.

• F in an ces fo r B e l’s new c iv ic c en ter w ere
provided by a combination o f general fund
transfers, a state grant, and an issue of general
o b lig a tio n bonds. A n y bond p rem iu m on
issuance is to be used for the repayment of the
bonds at th e ir $1,200,000 p ar v a lu e. A t
December 31, 1994, the capital project fund for
the civic center had the fo llo w in g closin g
entries:

61. Did recording budgetary accounts at the
beginning of 1994 increase the fund balance
by $50,000?
62. Should the b u d getary accounts for 1994
include an entry for the expected transfer of
funds from the general fund to the capital
projects fund?
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63. Should the $700,000 p aym en t from the
gen eral fund, which was used to help to
establish the water utility fund, be reported
as an “other financing use— operating trans
fers out”?

In which fund should Bel report capital and related
financing activities in its 1994 statement of cash
flows?

64. Did the general fund receive the $30,000 bond
premium from the capital projects fund?

75. Capital project fund.

74. Debt service fund.

76. Water utility enterprise fund.

65. Should a payment from the general fund for
water received for normal civic center opera
tions be reported as an “other financing use—
operating transfers out”?

For Items 77 through 84, determ ine the
amount. To record your answer, blacken the ovals
on the Objective Answer Sheet. I f zeros precede
your numerical answer, blacken the zeros in the
ovals preceding your answer. You cannot receive

66. Does the net property taxes receivable of
$370,000 include amounts expected to be
collected after M arch 15, 1995?

credit for your answers if you fail to blacken
an oval in each column. You may w rite the
numbers in the boxes provided to facilitate black
ening the ovals; however, the numbers written in
the boxes will not be graded.

67. Would closing budgetary accounts cause the
fund balance to increase by $400,000?
68. Would the interaction between budgetary and
actual amounts cause the fund balance to
decrease by $350,000?

Items 77 and 78 relate to Bel’s general fund.
77. What was the amount recorded in the opening
entry for appropriations?

Items 69 through 76 relate to Bel’s account
groups and funds other than the general fund.

78. What was the total amount debited to prop
erty taxes receivable?

69. In the general fixed assets account group,
should a credit amount be recorded for 1994 in
“Investment in general fixed assets— capital
projects fund” ?

Items 79 through 84 relate to Bel’s account
groups and funds other than the general fund.
79. In the general long-term debt account group,
what amount should be reported for bonds
payable at December 31, 1994?

70. In the general fixed assets account group,
could Bel elect to record depreciation in 1995
on the civic center?

80. In the general fixed assets account group,
w h at am ount should be reco rd ed for
“Investment in general fixed assets— capital
project fund” at December 31, 1994?

71. In the general fixed assets account group,
could Bel elect to record depreciation on water
utility equipment?

81. W hat was the completed cost o f the civic
center?

72. Should the capital project fund be included in
Bel’s combined statement of revenues, expen
ditures, and changes in fund balances?

82. How much was the state capital grant for the
civic center?

73. Should the water utility enterprise fund be
included in Bel’s combined balance sheet?

83. In the capital project fund, what was the
amount o f the total encumbrances recorded
during 1994?
84. In the capital project fund, what was the
u n reserved fund b alan ce rep o rte d at
December 31, 1994?
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Number 3 (Estimated time— 25 to 40 minutes)

89. For 1994, Reliant’s books showed a $4,000
short-term capital gain distribution from a
mutual fund corporation and a $5,000 loss on
the sale of Retro stock that was purchased in
1992. The stock was an investm ent in an
unrelated corporation. There were no other
1994 gains or losses and no loss carryovers
from prior years.

Question Number 3 consists of 28 items. Select
the best answer for each item. Use a No. 2 pencil
to blacken the appropriate ovals on the O b je c tiv e
A n s w e r S h eet to indicate your answers. Answer
all items. Your grade will be based on the total
number of correct answers.

90. R elia n t’s 1994 taxable income before the
charitable contribution and the dividends
received deductions was $500,000. Reliant’s
books expensed $15,000 in board-of-director
authorized charitable contributions that
were paid on January 5, 1995. Charitable
contributions paid and expensed during 1994
were $35,000. A ll charitable contributions
were properly substantiated. There were no
net operating losses or charitable contribu
tions that were carried forward.

Reliant Corp., an accrual basis calendar-year C
corporation, filed its 1994 federal income tax
return on March 15, 1995.

Required:
The following two responses are required for
each of the Items 85 through 90.

a. Determine the amount of Reliant’s 1994
Schedule M-1 adjustment. To record your answer,
blacken the ovals on the O b je c tiv e A n s w e r Sheet.
I f zeros precede your numerical answer, blacken
the zeros in the ovals preceding your answer.

Required:
c. For Items 91 through 95, indicate if the

You cannot receive credit for your answers
if you fail to blacken an oval in each column.

expenses are F fully deductible, P partially
deductible, or N nondeductible for regular tax
purposes on Reliant’s 1994 federal income tax
return. Blacken the corresponding oval on the

You may write the numbers in the boxes provided
to facilitate blackening the ovals; however, the
numbers written in the boxes will not be graded.

O b je c tiv e A n s w e r Sheet.

b.

Indicate if the adjustment CD increases,
D decreases, or N has no effect, on Reliant’s
1994 taxable income. Blacken the corresponding
oval on the O b je c tiv e A n s w e r Sheet.

91. Reliant purchased theater tickets for its out
of town clients. The performances took place
after R elia n t’s substantial and bona fide
business negotiations with its clients.

85. Reliant’s disbursements included reimbursed
em ployees’ expenses in 1994 for travel of
$100,000, and business meals o f $30,000.
The reimbursed expenses met the conditions
of deductibility and were properly substanti
ated under an accountable plan. The reim 
bursem ent was not trea ted as em ployee
compensation.

92. R elia n t accrued a d vertisin g expenses to
promote a new product line. Ten percent of
the new product line rem ained in ending
inventory.
93. Reliant incurred interest expense on a loan
to purchase municipal bonds.
94. Reliant paid a penalty for the underpayment
of 1993 estimated taxes.

86. Reliant’s books expensed $7,000 in 1994 for
the term life insurance premiums on the
corporate officers. R elian t was the policy
owner and beneficiary.

95. On Decem ber 9,1994, R e lia n t’s board o f
directors voted to pay a $500 bonus to each
non-stockholder em ployee for 1994. The
bonuses were paid on February 3, 1995.

87. Reliant’s books indicated an $18,000 state
franchise tax expense for 1994. Estimated
state tax payments for 1994 were $15,000.

Required:
d. For Items 96 through 100, indicate if

88. Book depreciation on computers for 1994 was
$10,000. T h ese com puters, w hich cost
$50,000, were placed in service on January 2,
1993. Tax depreciation used MACRS with the
half-year convention. No election was made
to expense part of the computer cost or to use
a straigh t-lin e method or the alternative
depreciation system.

the follow in g item s are F fu lly taxable, P
partially taxable, or N nontaxable for regular
tax purposes on Reliant’s 1994 federal income tax
return. A ll transactions occurred during 1994.
Blacken the corresponding oval on the O b je c tiv e
A n s w e r Sheet.
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103. Reliant used MACRS depreciation on sevenyear personal property placed into service
January 3, 1994, for regular tax purposes.
No expense or depreciation election was
made.

Item s 96 and 97 are based on the following:
R elian t filed an amended federal income tax
return for 1992 and received a refund that included
both the overpayment of the federal taxes and
interest.

104. Depreciation on nonresidential real property
placed into service on January 3, 1994, was
under the general MACRS depreciation sys
tem for regular tax purposes.

96. The portion of Reliant’s refund that repre
sented the overpayment of the 1992 federal
taxes.
97. The portion of Reliant’s refund that is attrib
utable to the interest on the overpayment of
federal taxes.

105. Reliant had only cash charitable contribu
tions for 1994.

98. R elian t received dividend income from a
mutual fund that solely invests in municipal
bonds.

R equ ired :
f. For Item s 106 th rou gh 112, indicate if
the statement is true T or false F regarding
R eliant’s compliance with tax procedures, tax
cre d its and th e a lte r n a tiv e m inim um tax.
Blacken the corresponding oval on the O b je c tiv e

99. Reliant, the lessor, benefitted from the capi
tal improvements made to its property by
the lessee in 1994. The lease agreement is
for one year ending December 31, 1994, and
provides for a reduction in rental payments
by the lessee in exchange for the improve
ments.

A n s w e r Sheet.

106. R elian t’s exemption for alternative m ini
mum tax is reduced by 20% of the excess of
the alternative minimum taxable income
over $150,000.

100. Reliant collected the proceeds on the term
life insurance policy on the life o f a debtor
who was not a shareholder. The policy was
assigned to Reliant as collateral security for
the debt. The proceeds exceeded the amount
of the debt.

107. The statute of limitations on Reliant’s fraud
ulent 1990 federal income tax return expires
six years after the filing date of the return.
108. The statute of limitations on Reliant’s 1991
federal income tax return, which omitted
30% of gross receipts, expires 2 years after
the filing date of the return.

R eq u ired :
e. For Item s 101 through 105, indicate if
the following I
increase, D decrease, or N
have no effect on Reliant’s 1994 alternative mini
mum taxable income (AM TI) p r io r to the adjusted
current earnings adjustment (ACE). Blacken the
corresponding oval on the O b je c tiv e A n s w e r Sheet.

109. The targeted job tax credit may be combined
with other business credits to form part of
Reliant’s general business credit.
110. Reliant incurred qualifying expenditures to
remove existing access barriers at the place
of employment in 1994. As a small business,
R elian t qu alifies for the disabled access
credit.

101. R elian t used the 70% dividends-received
deduction for regular tax purposes.

111. Reliant’s tax preparer, a CPA firm, may use
the 1994 corporate tax return information to
prepare corporate officers’ tax returns with
out the consent of the corporation.

102. R e lia n t received in terest from a s ta te ’s
general obligation bonds.

112. R eliant must file an amended return for
1994 within 1 year of the filing date.
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EXAMINATION QUESTIONS

CANDIDATE NUMBER
Record your 7-digit candidate
number in the boxes.

The point values for each question, and estimated time
allotments based primarily on point value, are as follows:
P oin t
Value

No. 1 .............
No. 2 .............
No. 3 .............
No. 4 ...........
No. 5 .............
Totals ........

60
10
10
10
10
100

Estim ated M in u tes
M in im u m

130
15
15
30
30
220

M a x im u m

140
25
25
40
40
270

Q-FARE
M a y 4, 1995; 1:30 P.M. to 6:00 P.M.

INSTRUCTIONS TO CANDIDATES Failure to follow these Instructions may have an adverse effect on your Examination grade.
1.

Do not break the seal around the E x a m in a tio n
Q u e stio n s (pages 3 through 22) until you are
told to do so.

2.

Q uestion Num bers 1, 2, and 3 should be
answered on the O b j e c t i v e A n s w e r S h e e ts ,
which is pages 31 and 32. You should attempt
to answer all objective items. There is no
penalty for incorrect responses. Work space to
solve the objective questions is provided in
the E x a m in a tio n Q u estion s on pages 5 through
19. Since the objective items are computergraded, your comments and calculations asso
ciated with them are not considered. Be cer
tain that you have entered your answers on
the O b je c tiv e A n s w e r S h eet before the exami
nation time is up. The objective portion of
your examination w ill not be graded i f you
fail to record your answers on the O b je c tiv e
A n s w e r Sheet. You will not be given additional
time to record your answers.

3.

I f you have completed answering a question,
fill in the appropriate space in the wording on
the bottom of the page “QUESTION NUMBER
___ ENDS ON THIS PAGE.” Always begin the
start of an answer to a question on the top of
a new page (which may be the reverse side of
a sheet of paper). Use the entire width of the
page to answer requirements of a noncompu
tational nature. To answer requirements of a
computational nature, you may wish to use
the three vertical columns provided on the
right side o f each page.
4.

Although the primary purpose of the exami
nation is to test your knowledge and applica
tion o f the subject m atter, selected essay
responses will be graded for writing skills.

5. You are required to turn in by the end of each
session:
a. Attendance Record and Calculator Signoff Record Form, page 1;
b. E xa m in a tio n Q uestions, pages 3 through 22;
c. E s s a y R u le d P a p e r , pages 23 through 30;
d. O b je c tiv e A n s w e r S heet, pages 31 and 32;
e. Calculator; and
f. All unused examination materials.

Q u estion N u m bers 4 and 5 should be
answered beginning on page 23. Support all
answers with properly labeled and legible cal
culations that can be identified as sources of
amounts used to derive your final answer. I f
you have not completed answering a question
on a page, fill in the appropriate spaces in the
wording on the bottom of the page “QUESTION
NUMBER ___ CONTINUES ON P A G E _____ ”

Your examination w ill not be graded unless
the above listed items are handed in before
leaving the examination room.

P r e p a r e d by the B o a rd o f E x a m in ers o f the A m e rica n
Institute o f Certified Public Accountants and adopted by the
exam ining boards o f all states, the District o f Colum bia,
Guam, Puerto Rico, and the Virgin Islands o f the United
States.

_J

BOOKLET NO.
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6.

& -

Add & Subtract—Adds the next
number entered to, or subtracts the next
number entered from, the displayed
number.

Unless otherwise instructed, if you want your
Examination Questions mailed to you, write
your name and address in both places
indicated on page 22 and place 55 cents
postage in the space provided. Examination
Questions will be distributed no sooner than
the day following the administration of this
Examination.

& ÷

Multiply & Divide — Multiplies

or divides the displayed number by the
next number entered.

Equal—Displays
7.

the results
previously entered operations.

To turn the calculator on press
. Display
A
C
w ill read “0”. The calculator automatically
turns itself off approximately 8 minutes after
the last entry. A ll data in the calculator will
be lost once the calculator is off. We
recomm end th at when you press = , you
press C A before beginning a new calculation.
The basic key descriptions are as follows:

of

all

Square Root— Calculates the square
root of the displayed number. It is
unlikely that you w ill need to use this
key during the exam.
Percentage— Converts

the displayed
number to a percentage (i.e., divides it
by 100) and completes all previously
entered operations. It is unlikely that you
will need to use this key during the exam.

On and Clear—Clears the calculator of
all entries, including entries in memory,
once calculator is on.

M em ory A d d — Adds the d isplayed
number to the balance in memory.

Clear Calculation — Clears the Display.

Memory Subtract— Subtracts the dis

9
N u m e r i c a l s — In p u ts th a t
number.

played number from the balance in
memory.

Decimal— Indicates that all numbers to

Recall Memory—Pressed once, displays

follow are decimals.

the balance in memory. Pressed twice in
a row, eliminates the balance in memory
but not the displayed number.

Change sign— Changes plus (minus) to
minus (plus).

If your calculator does not work or malfunctions, a replacement calculator will be available from the proctor.
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Num ber 1 (Estimated time— 130 to 140 minutes)

3. A P B O pinion No. 28, I n t e r i m F i n a n c i a l
concluded th at in terim fin an cial
reporting should be viewed primarily in which of
the following ways?
A. As useful only if activity is spread evenly
throughout the year.
B. As if the interim period were an annual
accounting period.
C. As reporting for an integral part o f an
annual period.
D. As rep o rtin g under a com prehensive
basis of accounting other than GAAP.

R e p o r tin g ,

In stru ction s
Select the b est answer for each of the following
items. Use a No. 2 pencil to blacken the appro
priate ovals on the O b je c t i v e A n s w e r S h e e t to
indicate your answers. M a rk o n ly one an sw er
fo r each item . A n s w e r a ll item s. Your grade
w ill be based on the total number o f correct
answers.

1. According to the FASB conceptual fram e
work, which o f the following situations violates
the concept of reliability?
A. D a ta on segm en ts h a v in g th e same
expected risks and grow th rates are
reported to analysts estim ating future
profits.
B. Financial statem ents are issued nine
months late.
C. Management reports to stockholders reg
ularly refer to new projects undertaken,
but the financial statements never report
project results.
D. Financial statements include property
w ith a carryin g amount increased to
management’s estimate of market value.

4. Disclosure o f information about significant
concentrations of credit risk is required for
A. A ll financial instruments.
B. Financial instruments with off-balancesheet credit risk only.
C. Financial instruments with off-balancesheet market risk only.
D. Financial instruments with off-balancesheet risk of accounting loss only.

5. Cali, Inc., had a $4,000,000 note payable due
on March 15, 1995. On January 28, 1995, before
the issuance of its 1994 financial statements, Cali
issued lon g-term bonds in the am ount o f
$4,500,000. Proceeds from the bonds were used to
repay the note when it came due. How should
Cali classify the note in its December 31, 1994,
financial statements?
A. As a current lia b ility , w ith separate
disclosure of the note refinancing.
B. As a current liability, with no separate
disclosure required.
C. As a noncurrent liability, with separate
disclosure of the note refinancing.
D. As a noncurrent liability, with no sepa
rate disclosure required.

2. One of the elements of a financial statement
is comprehensive income. Comprehensive income
excludes changes in equity resulting from which
of the following?
A. Loss from discontinued operations.
B. Prior period error correction.
C. Dividends paid to stockholders.
D. Unrealized loss on investments in noncurrent marketable equity securities.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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8. On December 30, 1994, Chang Co. sold a
m achine to Door Co. in exchange for a noninterest-bearing note requiring ten annual pay
ments of $10,000. Door made the first payment
on December 30, 1994. The market interest rate
for sim ilar notes at date o f issuance was 8%.
Information on present value factors is as follows:

6. A com pany has adopted S ta tem en t o f
F in a n c ia l A cco u n tin g Stan d ard s N o. 115,
Accounting for Certain Investments in Debt and
Equity Securities. It should report the marketable
equity securities that it has classified as trading
at
A. Low er o f cost or market, with holding
gains and losses included in earnings.
B. Low er o f cost or market, with holding
gains included in earnings only to the
extent o f previously recognized holding
losses.
C. Fair value, with holding gains included in
earnings only to the extent of previously
recognized holding losses.
D. Fair value, with holding gains and losses
included in earnings.

Period
9

10

Present value
o f $1 at 8%

Present value
o f ordinary
annuity o f
$1 at 8%

0.50
0.46

6.25
6.71

In its December 31, 1994, balance sheet, what
amount should Chang report as note receivable?
A. $45,000
B. $46,000
C. $62,500
D. $67,100

7. G ar Co. factored its receivab les w ithout
recourse with Ross Bank. Gar received cash as a
result of this transaction, which is best described
as a
A. Loan from Ross collateralized by Gar’s
accounts receivable.
B. L oa n from Ross to be rep a id by the
proceeds from Gar’s accounts receivable.
C. Sale of Gar’s accounts receivable to Ross,
with the risk o f uncollectible accounts
retained by Gar.
D. Sale of Gar’s accounts receivable to Ross,
with the risk o f uncollectible accounts
transferred to Ross.

9. A t January 1, 1994, Jamin Co. had a credit
balan ce o f $260,000 in its a llo w a n ce fo r
uncollectible accounts. Based on past experience,
2% o f Jam in ’s cred it sales have been uncol
lectible. During 1994, Jamin wrote off $325,000 of
uncollectible accounts. Credit sales for 1994 were
$9,000,000. In its December 31, 1994, balance
sheet, w hat amount should Jam in rep ort as
allowance for uncollectible accounts?
A. $115,000
B. $180,000
C. $245,000
D. $440,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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10. On July 1, 1994, Casa Development Co. pur
chased a tra c t o f lan d fo r $1,200,000. Casa
incurred additional costs of $300,000 during the
remainder of 1994 in preparing the land for sale.
The tract was subdivided into residential lots as
follows:
Lot

N um ber

S a les p r ic e

C la ss

o f lots

p e r lot

A
B
C

100
100
200

$24,000
16,000
10,000

13. D u ring 1994, Jase Co. incurred research and
development costs o f $136,000 in its laboratories
relating to a patent that was granted on July 1,
1994. Costs o f registering the patent equalled
$34,000. The patent’s legal life is 17 years, and its
e s tim a te d econom ic life is 10 y ea rs. In its
December 31, 1994, balance sheet, what amount
should Jase report as patent, net of accumulated
amortization?
A. $ 32,300
B. $ 33,000
C. $161,500
D. $165,000

U sin g the rela tiv e sales value method, what
amount of costs should be allocated to the Class A
lots?
A. $300,000
B. $375,000
C. $600,000
D. $720,000
11. W a lt Co. adopted the d ollar-valu e L IF O
inventory method as o f January 1, 1994, when its
inventory was valued at $500,000. W alt’s entire
inventory constitutes a single pool. Using a rele
vant price index of 1.10, Walt determined that its
December 31, 1994, inventory was $577,500 at
current year cost, and $525,000 at base year cost.
What was Walt’s dollar-value LIFO inventory at
December 31, 1994?
A. $525,000
B. $527,500
C. $552,500
D. $577,500

14. Roro, Inc. paid $7,200 to ren ew its only
insurance policy for three years on M arch 1,
1995, th e e ffe c tiv e d ate o f th e policy. A t
March 31, 1995, Roro’s unadjusted trial balance
showed a balance of $300 for prepaid insurance
and $7,200 for insurance expense. What amounts
should be reported for prepaid insurance and
insurance expense in Roro’s financial statements
for the three months ended March 31, 1995?

12. Theoretically, which o f the following costs
incurred in connection with a machine purchased
for use in a company’s manufacturing operations
would be capitalized?

A.
B.
C.
D.

In s u r a n c e on

Testin g a n d

P r e p a id

In s u r a n c e

m a c h in e w h ile
in tra n sit

p re p a ra tio n o f

in su ra n ce

expense

m a c h in e fo r use

Yes
Yes
No
No

Yes
No
Yes
No

$7,000
$7,000
$7,200
$7,300

$300
$500
$300
$200

A.
B.
C.
D.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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17. A t Decem ber 31, 1994, B ren Co. had the
following deferred income tax items:

15. Ivy Co. operates a retail store. A ll items are
sold subject to a 6% state sales tax, which Ivy
collects and records as sales revenue. Ivy files
quarterly sales tax returns when due, by the 20th
day fo llo w in g th e end o f th e sales qu arter.
However, in accordance with state requirements,
Ivy remits sales tax collected by the 20th day of
the month following any month such collections
exceed $500. Ivy takes these payments as credits
on the quarterly sales tax return. The sales taxes
paid by Ivy are charged against sales revenue.
Following is a monthly summary appearing
in Ivy’s first quarter 1995 sales revenue account:
D e b it

January
February
March

600
$600

$26,500

A deferred income tax liab ility o f $15,000
related to a noncurrent asset

•

A deferred income tax asset of $3,000 related
to a noncurrent liability

•

A deferred income tax asset of $8,000 related
to a current liability

Which of the following should Bren report in the
noncurrent section o f its December 31, 1994,
balance sheet?
A. A noncurrent asset of $3,000 and a noncurrent liability of $15,000.
B. A noncurrent liability of $12,000.
C. A noncurrent asset of $11,000 and a noncurrent liability of $15,000.
D. A noncurrent liability of $4,000.

C r e d it

$10,600
7,420
8,480

•

In its M arch 31, 1995, balan ce sheet, w h at
amount should Ivy report as sales taxes payable?
A. $ 600
B. $ 900
C. $1,500
D. $1,590

18. The following information pertains to Kane
Co.’s defined benefit pension plan:
Prepaid pension cost, January 1, 1994
Service cost
Interest cost
Actual return on plan assets
Amortization of unrecognized prior
service cost
Employer contributions

16. As a result of differences between deprecia
tion for financial reporting purposes and tax pur
poses, the financial reporting basis of Noor Co.’s
sole depreciable asset, acquired in 1994, exceeded
its tax basis by $250,000 at December 31, 1994.
This difference w ill reverse in future years. The
enacted tax rate is 30% for 1994, and 40% for
future years. Noor has no other temporary differ
ences. In its December 31, 1994, balance sheet,
how should Noor report the deferred tax effect of
this difference?
A. As an asset of $75,000.
B. As an asset of $100,000.
C. As a liability of $75,000.
D. As a liability of $100,000.

$ 2,000
19,000
38,000
22,000
52,000
40,000

The fair value of plan assets exceeds the accumu
lated benefit obligation. In its December 31, 1994,
balance sheet, what amount should Kane report
as unfunded accrued pension cost?
A. $45,000
B. $49,000
C. $67,000
D. $87,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.

55

Examination Questions — May 1995
19. On July 1, 1994, Eagle Corp. issued 600 of its
10%, $1,000 bonds at 99 plus accrued interest.
The bonds are dated April 1, 1994 and mature on
April 1, 2004. Interest is payable semiannually
on April 1 and October 1. What amount did Eagle
receive from the bond issuance?
A. $579,000
B. $594,000
C. $600,000
D. $609,000

22. During 1994, Haft Co. became involved in a
tax dispute with the IRS. A t December 31, 1994,
H aft’s tax advisor believed that an unfavorable
outcome was probable. A reasonable estimate of
additional taxes was $200,000 but could be as
much as $300,000. After the 1994 financial state
ments were issued. Haft received and accepted an
IRS settlement offer of $275,000. What amount of
accrued liability should Haft have reported in its
December 31, 1994 balance sheet?
A. $200,000
B. $250,000
C. $275,000
D. $300,000

20. On January 2, 1994, N ast Co. issued 8%
bonds w ith a face amount o f $1,000,000 that
m ature on January 2, 2000. The bonds were
issued to yield 12%, resulting in a discount of
$150,000. Nast incorrectly used the straight-line
method instead of the effective interest method to
am ortize the discount. H ow is the ca rry in g
amount of the bonds affected by the error?

A.
B.
C.
D.

At
December 3 1 , 1994

At
January 2, 2000

Overstated
Overstated
Understated
Understated

Understated
No effect
Overstated
No effect

Item s 23 and 24 are based on the following:
The following condensed balance sheet is presented
for the partnership of Alfa and Beda, who share
profits and losses in the ratio of 60:40, respectively:
Cash
Other assets
Beda, loan

$ 45,000
625,000
30,000
$700,000

Accounts payable
Alfa, capital
Beda, capital

21. In December 1994, M ill Co. began including
one coupon in each package of candy that it sells
and offering a toy in exchange for 50 cents and
five coupons. The toys cost M ill 80 cents each.
Eventually 60% of the coupons will be redeemed.
During December, M ill sold 110,000 packages of
candy and no coupons w ere redeemed. In its
December 31, 1994, balance sheet, what amount
should M ill rep ort as estim ated lia b ility for
coupons?
A. $ 3,960
B. $10,560
C. $19,800
D. $52,800

$ 120,000

348,000
232,000
$700,000

23. The assets and liabilities are fairly valued on
the balance sheet. Alfa and Beda decide to admit
Capp as a new partner with a 20% interest. No
goodwill or bonus is to be recorded. What amount
should Capp contribute in cash or other assets?
A. $110,000
B. $116,000
C. $140,000
D. $145,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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28. Farm Co. leased equipment to Union Co. on
July 1, 1994, and properly recorded the sales-type
lease at $135,000, the present value of the lease
payments discounted at 10%. The first o f eight
annual lease payments o f $20,000 due at the
beginning of each year was received and recorded
on July 3, 1994. Farm had purchased the equip
ment for $110,000. W hat amount o f in terest
revenue from the lease should Farm report in
its 1994 income statement?
A. $0
B. $5,500
C. $5,750
D. $6,750

24. Instead of admitting a new partner, Alfa and
Beda decide to liquidate the partnership. I f the
other assets are sold for $500,000, what amount
o f the available cash should be distributed to
Alfa?
A. $255,000
B. $273,000
C. $327,000
D. $348,000

25. Ward, a consultant, keeps her accounting
records on a cash basis. D u rin g 1994, W ard
c o lle c te d $200,000 in fees from clien ts. A t
December 31, 1993, Ward had accounts receiv
able of $40,000. A t December 31, 1994, Ward had
accounts receivable o f $60,000, and unearned fees
of $5,000. On an accrual basis, what was Ward’s
service revenue for 1994?
A. $175,000
B. $180,000
C. $215,000
D. $225,000

29. Wood Co. owns 2,000 shares o f Arlo, Inc.’s
20,000 shares of $100 par, 6% cumulative, non
participating preferred stock and 1,000 shares
(2%) of Arlo’s common stock. During 1994, Arlo
declared and paid dividends of $240,000 on pre
ferred stock. No dividends had been declared or
paid during 1993. In addition, Wood received a
5% common stock dividend from Arlo when the
quoted market price of Arlo’s common stock was
$10 per share. What amount should Wood report
as dividend income in its 1994 income statement?
A. $12,000
B. $12,500
C. $24,000
D. $24,500

26. Which of the following is used in calculating
the income recognized in the fourth and final year
of a contract accounted for by the percentage-ofcompletion method?

A.
B.
C.
D.

A c tu a l

In c o m e p re v io u s ly

total costs

recogn ized

Yes
Yes
No
No

Yes
No
Yes
No

30. Slate Co. and Talse Co. exchanged similar
plots of land with fair values in excess of carrying
amounts. In addition, Slate received cash from
Talse to compensate for the difference in land
values. As a result of the exchange, Slate should
recognize
A. A gain equal to the difference between
the fair value and the carrying amount
of the land given up.
B. A gain in an amount determined by the
ratio of cash received to total considera
tion.
C. A loss in an amount determined by the
ratio of cash received to total considera
tion.
D. Neither a gain nor a loss.

27. A ccord in g to the in s ta llm e n t m ethod o f
accounting, gross profit on an installment sale is
recognized in income
A. On the date of sale.
B. On the date the final cash collection is
received.
C. In proportion to the cash collection.
D. After cash collections equal to the cost of
sales have been received.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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31. Park Co.’s wholly-owned subsidiary, Schnell
C orp., m a in ta in s its accou n tin g record s in
German marks. Because all of Schnell’s branch
offices are in Sw itzerland, its functional cur
rency is the Swiss franc. Rem easurem ent o f
Schnell’s 1994 financial statements resulted in
a $7,600 gain, and translation o f its financial
statem ents resulted in an $8,100 gain. W hat
amount should Park report as a foreign exchange
gain in its income statement for the year ended
December 3 1 , 1994?
A. $0
B. $ 7,600
C. $ 8,100
D. $15,700

33. D uring 1994, Kam Co. began offerin g its
goods to selected reta ilers on a consignm ent
basis. The follow in g inform ation was derived
from Kam’s 1994 accounting records:
Beginning inventory
Purchases
Freight in
Transportation to consignees
Freight out
Ending inventory—held by Kam
—held by consignees

$122,000
540,000
10,000
5,000
35,000
145,000
20,000

In its 1994 income statem ent, w h at amount
should Kam report as cost of goods sold?
A. $507,000
B. $512,000
C. $527,000
D. $547,000

34. Which of the following should be included in
general and administrative expenses?

A.
B.
C.
D.

32. On Septem ber 22, 1994, Yumi Corp. pur
chased merchandise from an unaffiliated foreign
company for 10,000 units of the foreign company’s
local currency. On that date, the spot rate was
$.55. Yumi paid the bill in full on March 20, 1995,
when the spot rate was $.65. The spot rate was
$.70 on December 31, 1994. What amount should
Yumi report as a foreign currency transaction loss
in its incom e statem en t fo r th e y e a r ended
December 3 1 , 1994?
A. $0
B. $ 500
C. $1,000
D. $1,500

Interest

Advertising

Yes
Yes
No
No

Yes
No
Yes
No

35. W hich m ethod o f recording uncollectible
accounts expense is consistent w ith accrual
accounting?

A.
B.
C.
D.

Allowance

Direct
write-off

Yes
Yes
No
No

Yes
No
Yes
No

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the O bjective A n s w e r S h e e t will be graded.
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39. The following information pertains to Gali
Co.’s defined benefit pension plan for 1994:

36. In January 1994, Vorst Co. purchased a
mineral mine for $2,640,000 with removable ore
estimated at 1,200,000 tons. After it has extracted
a ll the ore, Vorst w ill be requ ired by law to
restore the land to its original condition at an
estimated cost of $180,000. Vorst believes it will
be able to se ll th e p ro p e rty a fte rw a rd s fo r
$300,000. During 1994, Vorst incurred $360,000
o f developm ent costs p rep arin g the m ine for
production and removed and sold 60,000 tons of
ore. In its 1994 income statement, what amount
should Vorst report as depletion?
A. $135,000
B. $144,000
C. $150,000
D. $159,000

Fair value of plan assets, beginning
of year
$350,000
Fair value of plan assets, end of year
525,000
Employer contributions
110,000
Benefits paid
85,000
In com puting pension expense, w hat amount
should Gali use as actual return on plan assets?
A. $ 65,000
B. $150,000
C. $175,000
D. $260,000

40. A m aterial loss should be presented sepa
rately as a component of income from continuing
operations when it is
A. An extraordinary item.
B. A cu m u la tive e ffe c t typ e change in
accounting principle.
C. Unusual in nature and infrequent in
occurrence.
D. Not unusual in nature but infrequent in
occurrence.

37. Rye Co. purchased a machine with a fouryear estimated useful life and an estimated 10%
salvage value for $80,000 on January 1, 1992. In
its income statement, what would Rye report as
the depreciation expense for 1994 using the
double-declining-balance method?
A. $ 9,000
B. $10,000
C. $18,000
D. $20,000

41. For the year ended December 31, 1994, Tyre
Co. reported pretax financial statement income of
$750,000. Its taxable income was $650,000. The
difference is due to accelerated depreciation for
income tax purposes, Tyre’s effective income tax
ra te is 30%, and T yre m ade e s tim a te d tax
payments during 1994 of $90,000. What amount
should Tyre report as current income tax expense
for 1994?
A. $105,000
B. $135,000
C. $195,000
D. $225,000

38. Under a royalty agreem ent w ith another
company, Wand Co. w ill pay royalties for the
assignment of a patent for three years. The royal
ties paid should be reported as expense
A. In the period paid.
B. In the period incurred.
C. A t the date the royalty agreement began.
D. A t the d ate th e r o y a lty ag reem en t
expired.

MULTIPLE-CHOICE WORK SPACE— This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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42. Quinn Co. reported a net deferred tax asset
of $9,000 in its December 31, 1993, balance sheet.
For 1994, Quinn reported pretax financial state
ment income of $300,000. Temporary differences
o f $100,000 re s u lte d in ta x a b le incom e o f
$200,000 for 1994. A t December 31, 1994, Quinn
had cumulative taxable differences o f $70,000.
Quinn’s effective income tax rate is 30%. In its
Decem ber 31, 1994, income statem ent, w hat
should Quinn rep ort as d eferred income tax
expense?
A. $12,000
B. $21,000
C. $30,000
D. $60,000

44. On October 1, 1994, Host Co. approved a
plan to dispose of a segment of its business. Host
expected that the sale would occur on A p ril 1,
1995, at an estimated gain of $350,000. The seg
ment had actual and estimated operating losses
as follows:
1/1/94 to 9/30/94
10/1/94 to 12/31/94
1/1/95 to 3/31/95

$(300,000)
( 200 , 000)

(400,000)

In its 1994 income statement, what should Host
report as a loss on disposal of the segment before
income taxes?
A. $200,000
B. $250,000
C. $500,000
D. $600,000

Item s 45 and 46 are based on the following:
During 1994, Orca Corp. decided to change from
the FIFO method of inventory valuation to the
weighted-average method. Inventory balances
under each method were as follows:

43. Mobe Co. reported the following operating
income (loss) for its first three years of operations:
1992
1993
1994

$ 300,000
(700,000)
January 1, 1994
December 31, 1994

1,200,000

For each year, there were no deferred income
taxes, and Mobe’s effective income tax rate was
30%. In its 1993 income tax return, Mobe elected
to carry back the maximum amount of loss possi
ble. In its 1994 income statement, what amount
should Mobe report as total income tax expense?
A. $120,000
B. $150,000
C. $240,000
D. $360,000

F IF O

Weighted-average

$71,000
79,000

$77,000
83,000

Orca’s income tax rate is 30%.
45. In its 1994 fin a n c ia l sta tem en ts, w h at
amount should Orca report as the cumulative
effect of this accounting change?
A. $2,800
B. $4,000
C. $4,200
D. $6,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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49. Which of the following information should be
disclosed as supplemental inform ation in the
statement of cash flows?

46. Orca should report the cumulative effect of
this accounting change as a(an)
A. Prior period adjustment.
B. Component of income from continuing
operations.
C. Extraordinary item.
D. Component of income after extraordinary
items.

Cash flow
per share

Conversion o f
debt to equity

Yes
Yes
No
No

Yes
No
Yes
No

A.
B.
C.
D.

Item s 47 an d 48 are based on the following:
In preparing its cash flow statement for the year
ended December 31, 1994, Reve Co. collected the
following data:
Gain on sale of equipment
Proceeds from sale of equipment
Purchase of A.S., Inc. bonds
(par value $200,000)
Amortization of bond discount
Dividends declared
Dividends paid
Proceeds from sale of treasury
stock (carrying amount $65,000)

$

Item s 50 th rou gh 52 are based on the following:
Selected information from the separate and con
solidated balance sheets and income statements
of Pare, Inc. and its subsidiary, Shel Co., as of
December 31, 1994, and for the year then ended
is as follows:

( 6 , 000)

10,000

Pare

(180,000)

2,000

Balance sheet
accounts
Accounts
receivable
Inventory

(45,000)
(38,000)
75,000

In its December 31, 1994, statement of cash flows,

47. What amount should Reve report as net cash
used in investing activities?
A. $170,000
B. $176,000
C. $188,000
D. $194,000

Shel

Consolidated

$ 52,000 $ 38,000
60,000
50,000

$ 78,000
104,000

Income statement
accounts
$400,000 $280,000
Revenues
Cost of goods
sold
300,000 220,000

$616,000

Gross profit

100,000

60,000

462,000
154,000

Additional information:
During 1994, Pare sold goods to Shel at the same
markup on cost that Pare uses for all sales.

48. What amount should Reve report as net cash
provided by financing activities?
A. $20,000
B. $27,000
C. $30,000
D. $37,000

50. What was the amount of intercompany sales
from Pare to Shel during 1994?
A. $ 6,000
B. $12,000
C. $58,000
D. $64,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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51. A t December 31, 1994, what was the amount
of Shel’s payable to Pare for intercompany sales?
A. $ 6,000
B. $12,000
C. $58,000
D. $64,000

55. Personal financial statements usually consist
of
A. A statement o f net worth and a state
ment of changes in net worth.
B. A statem ent o f net worth, an income
statement, and a statement of changes in
net worth.
C. A statement of financial condition and a
statement of changes in net worth.
D. A statem ent o f finan cial condition, a
statement o f changes in net worth, and a
statement of cash flows.

52. In P a re’s con solidating w orksheet, w hat
amount o f unrealized intercompany profit was
eliminated?
A. $ 6,000
B. $12,000
C. $58,000
D. $64,000

56. Disclosure is required by publicly-held com
panies i f 10% or more o f to ta l revenu es are
derived from

53. A business com bination is accounted for
properly as a purchase. Direct costs of combina
tion, other than registration and issuance costs of
equity securities, should be
A. C ap italized as a deferred charge and
amortized.
B. D educted d ire c tly from the retain ed
earnings of the combined corporation.
C. Deducted in determining the net income
of the combined corporation for the period
in which the costs were incurred.
D. Included in the acquisition cost to be
allocated to identifiable assets according
to their fair values.

A.
B.
C.
D.

A.
B.
C.
D.

Export
sales

Yes
Yes
No
No

Yes
No
Yes
No

57. A company with a defined benefit pension
plan must disclose in the notes to its financial
statements a reconciliation of
A. The vested and nonvested benefit obliga
tion of its pension plan with the accumu
lated benefit obligation.
B. The accrued or prepaid pension cost
reported in its balance sheet with the
pension expense reported in its income
statement.
C. The accumulated benefit obligation of its
pension plan with its projected benefit
obligation.
D. The funded status o f its pension plan
with the accrued or prepaid pension cost
reported in its balance sheet.

54. Poe, Inc. acquired 100% o f Shaw Co. in a
business combination on September 30, 1994.
During 1994, Poe declared quarterly dividends of
$25,000 and Shaw declared quarterly dividends
o f $10,000. Under each of the following methods
o f accounting for the business combination, what
amount should be reported as dividends declared
in the December 31, 1994, consolidated statement
of retained earnings?

Purchase
$100,000
$100,000
$130,000
$130,000

Sales to a
single customer

Pooling o f
interests
$130,000
$140,000
$130,000
$140,000

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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N um ber 2 (E stim ated tim e— 15 to 25 m inutes)
Item s 58 th rou gh 60 are based on the following:

Q u estion N u m b er 2 consists of 10 items. Select
the b est answer for each item. Use a No. 2 pencil
to blacken the appropriate ovals on the Objective
Answer Sheet to indicate your answers. A n s w e r
a ll item s. Your grade will be based on the total
number of correct answers.

Selected data pertaining to Lore Co. for the calen
dar year 1994 is as follows:
Net cash sales
Cost of goods sold
Inventory at beginning of year
Purchases
Accounts receivable at beginning
of year
Accounts receivable at end of year

$ 3,000
18,000
6,000
24,000

Min Co. is a publicly-held company whose shares
are traded in the over-the-counter market. The
stockholders’ equity accounts at December 31,
1993, had the following balances:

20,000
22,000

Preferred stock, $100 par value,
6% cumulative; 5,000 shares
authorized; 2,000 issued
and outstanding
Common stock, $1 par value,
150,000 shares authorized;
100,000 issued and outstanding
Additional paid-in capital
Retained earnings

58. The accounts receivable turnover for 1994
was 5.0 times. What were Lore’s 1994 net credit
sales?
A. $105,000
B. $107,000
C. $110,000
D. $210,000

59.

Total stockholders’ equity

60. Lore would use which o f the follow in g to
determine the average days sales in inventory?

A.
B.
C.
D.

365
365
Average inventory
Sales divided by 365

100,000
800,000
1,586,000
$ 2 ,686,000

Transactions during 1994 and other information
relating to the stockholders’ equity accounts were
as follows:

What was the inventory turnover for 1994?
A. 1.2 times.
B. 1.5 times.
C. 2.0 times.
D. 3.0 times.

Numerator

$ 200,000

Denominator
Average inventory
Inventory turnover
Sales divided by 365
Inventory turnover

•

February 1, 1994— Issued 13,000 shares of
common stock to Ram Co. in exchange for
land. On the date issued, the stock had a
market price of $11 per share. The land had
a carrying value on Ram’s hooks of $135,000,
and an assessed value for property taxes of
$90,000.

•

March 1, 1994— Purchased 5,000 shares of
its own common stock to be held as treasury
stock for $14 per share. M in uses the cost
m ethod to account fo r tre a s u ry stock.
Transactions in treasury stock are legal in
Min’s state of incorporation.

MULTIPLE-CHOICE WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer Sheet will be graded.
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R equ ired :
Item s 61 th rou gh 68 represent amounts to
be reported in Min’s financial statements. Item s
69 and 70 represent other financial information.
For all items, calculate the amounts requested.
T o record your answer, blacken the ovals on the
Objective Answer Sheet. I f zeros precede your
numerical answer, blacken the zeros in the ovals
preceding your answer. Y o u c a n n o t r e c e iv e
c re d it fo r you r answ ers i f y ou fa il to b lack en
an o v a l in e a c h colu m n . You may w rite the
numbers in the boxes provided to facilitate black
ening the ovals; however, the numbers written in
the boxes will n ot be graded.

May 10, 1994— Declared a property dividend
o f m ark etab le secu rities held by M in to
common shareholders. The securities had
a carrying value of $600,000; fair value on
relevant dates were:
Date of declaration
(May 10, 1994)
Date of record
(May 25, 1994)
Date of distribution
(June 1, 1994)

$720,000
758,000
736,000

October 1, 1994— Reissued 2,000 shares of
treasury stock for $16 per share.

Item s 61 th ro u gh 64 represent amounts to be
reported on M in ’s 1994 statem ent o f retained
earnings.

November 4, 1994— Declared a cash dividend
of $1.50 per share to all common shareholders
of record November 15, 1994. The dividend
was paid on November 25, 1994.

61. Prior period adjustment.

December 20, 1994— Declared the required
annual cash dividend on preferred stock for
1994. The dividend was paid on January 5,
1995.

62. Preferred dividends.
63. Common dividends— cash.
64. Common dividends—property.

J an u ary 16, 1995— B e fo re clo s in g the
accounting records for 1994, M in became
aware that no amortization had been recorded
for 1993 for a patent purchased on July 1,
1993. The patent was properly capitalized at
$320,000 and had an estimated useful life of
eight years when purchased. M in’s income
tax rate is 30%. The appropriate correcting
entry was recorded on the same day.

Item s 65 th ro u gh 68 represent amounts to be
reported on M in ’s statem ent o f stockholders’
equity at December 31, 1994.
65. N u m b er o f common shares issued at
December 31, 1994.
66. Amount of common stock issued.
67. Additional paid-in capital, including treasury
stock transactions.

Adjusted net income for 1994 was $838,000.

68. Treasury stock.
Item s 69 and 70 represent other financial infor
mation for 1993 and 1994.
69. Book value per share at December 31, 1993,
before prior period adjustment.
70. Numerator used in calculation of 1994 earn
ings per share for the year.

OTHER OBJECTIVE ANSWER FORMAT WORK SPACE- -This information will not be graded. Only answers recorded on the Objective Answer
Sheet will be graded.
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71. On June 30, 1994, after paying the semi
annual interest due and recording amortiza
tion o f bond discount, Hake redeemed its
15-year, 8% $1,000,000 par bonds at 102.
The bonds, which had a carry in g amount of
$940,000 on January 1, 1994, had originally
been issued to y ield 10%. H ake uses the
effective interest method o f am ortization,
and had paid interest and recorded amortiza
tion on June 30. Compute the amount of gain
or loss on redemption of the bonds and select
the proper financial statement category.

N um ber 3 (E stim ated tim e— 15 to 25 m inutes)
Q u estion N u m b er 3 consists of 6 items. Select
the b est answer for each item. Use a No. 2 pencil
to blacken the appropriate ovals on the Objective
Answer Sheet to indicate your answers. A n s w e r
a ll item s. Your grade will be based on the total
number of correct answers.
Hake Co. is in the process of preparing its finan
cial statements for the year ended December 31,
1994.
R eq u ired :
Ite m s 71 th r o u g h 76 represent various
transactions that occurred during 1994. The fol
lowing tw o responses are required for each item:
•

•

72. A s o f January 1, 1994, H ake decided to
change the method of computing depreciation
on its sole piece of equipment from the sumof-the-years’-digits method to the straightline method. The equipment, acquired in
January 1991 for $520,000, had an estimated
life o f fiv e y ea rs and a salvage valu e o f
$20,000. Compute the amount of the account
ing change and select the proper financial
statement category.

Compute the amount of gain, loss, or adjust
ment to be reported in Hake’s 1994 financial
statem en ts. D is re g a rd incom e taxes. To
record your answer, blacken the ovals on the
Objective Answer Sheet. I f zeros precede your
numerical answer, blacken the zeros in the
ovals preceding your answer. Y ou c a n n o t
r e c e iv e c r e d it f o r y o u r a n sw ers i f y o u
fa il to b la c k en an o v a l in each colum n.
You m ay w rite the numbers in the boxes
provided to facilitate blackening the ovals;
however, the numbers written in the boxes
will not be graded.

73. In October 1994, Hake paid $375,000 to a
former employee to settle a lawsuit out o f
court. The lawsuit had been filed in 1993,
and at December 31, 1993, Hake had recorded
a lia b ilit y from la w s u it based on le g a l
counsel’s estim ate that the loss from the
law su it would be betw een $250,000 and
$750,000. Compute the amount o f gain or
loss from settlement of the lawsuit and select
the proper financial statement category.

Select from the list below the financial state
ment category in which the gain, loss, or
adjustment should be presented, and blacken
the corresp on d in g oval on the O b jectiv e
Answer Sheet. A category may be used once,
more than once, or not at all.
Financial Statement Categories

A.
B.
C.
D.
E.

Income from continuing operations.
Extraordinary item.
Cumulative effect of change in accounting
principle.
Prior period adjustment to beginning retained
earnings.
Separate component of stockholders’ equity.

OTHER OBJECTIVE ANSWER FORMAT WORK SPACE—This information will not be graded. Only answers recorded on the Objective Answer
Sheet will be graded.
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76. A t December 31, 1994, Hake prepared the
following worksheet summarizing the trans
la tio n o f its w h olly -ow n ed fo r e ig n sub
sidiary’s financial statements into dollars.
Hake had purchased the foreign subsidiary
for $324,000 on January 2, 1994. On that
date, the c a rry in g am ounts o f the sub
sidiary’s assets and liabilities equalled their
fair values.

74. In N ovem ber 1994, H ake purchased two
marketable equity securities, I and II, which
it bought and held principally to sell in the
near term, and in fact sold on February 28,
1995. H ak e has adopted S tatem en t o f
Financial Accounting Standards No. 115,
Accounting for Certain Investments in Debt
and Equity Securities. Relevant data is as
follows:
Cost
I
II

$125,000
235,000

F a ir Value
12/31/94
2/28/95
$145,000
205,000

Foreign
currency
am ounts

$155,000
230,000

Net assets at
January 2, 1994
(date of purchase) 720,000
250,000
Net income, 1994
Net assets at
December 31, 1994 970,000

Compute the amount of holding gain or loss
at December 31, 1994, and select the proper
financial statement category.
75. During 1994, Hake received $1,000,000 from
its insurance company to cover losses suf
fered during a hurricane. This was the first
hurricane ever to strike in Hake’s area. The
hurricane destroyed a warehouse with a carry
ing amount o f $470,000, containing equip
ment with a carrying amount o f $250,000
and inventory w ith a carrying amount of
$535,000 and a fa ir va lu e o f $600,000.
Compute the amount of gain or loss from the
hurricane and select the proper financial
statement category.

Net assets at
December 31, 1994 970,000

A pplicable
exchange
rates

Dollars

$.45
.42

$324,000
105,000
$429,000

.40

$388,000

Compute the amount o f the foreign currency
translation adjustment and select the proper
financial statement category.

OTHER OBJECTIVE ANSWER FORMAT WORK SPACE— This information will not be graded. Only answers recorded on the Objective Answer
Sheet will be graded.
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Number 4 (Estimated time—30 to 40 minutes)

Number 5 (Estimated time—30 to 40 minutes)

On January 2, 1994, Bing Co. purchased 39,000
shares o f L a t t C o.’s 200,000 shares o f ou t
standing common stock for $585,000. On that
date, the carryin g amount of the acquired shares
on Latt’s books was $405,000. Bing attributed the
excess of cost over carrying amount to goodwill.
Bing’s policy is to amortize intangibles over ten
years.
During 1994, Bing’s president gained a seat
on Latt’s board of directors. Latt reported earn
ings of $400,000 for the year ended December 31,
1994, and d ecla red and p aid d ivid en d s o f
$100,000 during 1994. On December 31, 1994,
Latt’s common stock was trading over-the-counter
at $15 per share.

On January 2, 1994, Cody, Inc. sold equipment to
G riff Co. for cash of $864,000 and immediately
leased it back under a capital lease for 9 years.
The c a rry in g am ount o f the equ ipm en t was
$540,000, and its estimated remaining economic
life is 10 years. Annual year-end payments of
$153,000, w hich in clu d e execu to ry costs o f
$3,000, are based on an implicit interest rate of
10%, which is known to Cody. Cody’s incremental
borrowing rate is 13%. Cody uses the straightline method of depreciation. The rounded present
value factors of an ordinary annuity for 9 years
are 5.76 at 10% and 5.2 at 13%.

Required:
a. W hat criteria should B ing consider in

ing lessees to capitalize certain long-term leases?

Required:
a. What is the theoretical basis for requir
Do not discuss the specific criteria for clas
sifying a lease as a capital lease.

determ ining whether to account for its invest
ment in Latt under the equity method? Is the
equity method consistent with accrual account
ing? Explain.

b. Prepare the journal entries that Cody
must make to record the sale and the leaseback
on January 2, 1994.

b. Assuming Bing accounts for the invest
ment using the equity method, prepare a sched
ule of the amounts related to this investment to
be reported on Bing’s income statement for the
year ended 1994 and the amount in the invest
ment in L a tt account in the balance sheet at
Decem ber 31, 1994. Show a ll com putations.

c. Prepare the journal entries, including
any adjusting entries, that Cody must make at
December 31, 1994.

Disregard income taxes.
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a. Item

Select one

b. Item

61

67

62

68

63

69

64

70

65

71

66

72

Select one

(10 po in ts)

ANSWER

3

a. Item

Select one

b. Item

73

79

74

80

75

81

76

82

77

83

78

84
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A n sw er 4 (10 points)

Answer 5 (10 points)

a.

a.

Stone w ill be successful in its negligence suit
against Verge. The elements o f negligence are as
follows:
•
•
•

1. World is incorrect in its first contention
that the offerin g is exem pt from registration
under Regulation D, Rule 505, of the Securities
A ct o f 1933. W orld did not com ply w ith the
req u irem en ts o f R u le 505 fo r the fo llo w in g
reasons: the offering was sold to more than 35
nonaccredited investors; there was a general
advertising o f the offering; and the SEC was
notified more than 15 days after the first sale of
the offering.
2. W orld is also in correct in its second
contention that the securities o f the offerin g
would be completely exempt from registration if
the offering were exempt. Securities originally
purchased under a Regulation D limited offering
exemption are restricted securities. They must be
registered prior to resale unless sold subject to
another exemption.

duty of care owed
breach of the duty
loss caused by the breach of duty

Verge Associates, CPAs owed a duty to its
client, Stone Corp., to perform the consulting
services engagement in a competent manner with
the expertise necessary to perform the engage
ment. Verge breached this duty by incompetently
preparing the computer software programs. As a
result o f the breach, Stone sustained damages
through increased accounts receivable collection
costs.
b. Stone w ill be successful in its fraud suit
again st Verge. The elem ents o f fraud are as
follows:
•
•
•
•

b. 1. Unity is incorrect in its contention that
it is not required to comply with the reporting
requirements of the Securities Exchange Act of
1934. U nity must comply because it has more
than 500 stockholders and total assets in excess
o f $5,000,000. Alternately, U n ity must comply
because its shares are traded on a national secu
rities exchange.
2. A covered corp oration m ust file the
fo llo w in g rep o rts w ith th e SEC: Q u a rte rly
Reports (10-Q's); Annual Reports (10-K's); and
C urrent Reports (8 -K 's). T h ese rep o rts are
intended to provide a complete, current state
m ent o f all business operations and m atters
affecting the value of the corporation's securities.

false representation of a material fact
done intentionally or with gross negligence
justifiable reliance by the plaintiff
resultant damages sustained by the plaintiff

Verge Associates falsely represented that it
was recommending the best possible computer to
Stone when, in fact, it was recommending an
inferior product. The computer to be purchased
was m aterial to the entire engagement. Verge
made its recommendation knowing that a better,
less expensive computer was available. Stone, as
Verge's client, justifiably relied on Verge's recom
mendation. Stone was damaged because it spent
more money for an inferior computer.
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Item

Select one

Select one

Item

91

99

92

100

93

101

94

102

95

103

96

104

97

105

98

(10 po in ts)

Item

Select one

106
107
108
109

ANSWER 3

110
111
112
113
114
115
116
117
118
119
120
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c. In addition to the proposed engagement to
examine and report on management's w ritten
assertion about the effectiveness o f Unidyne's
internal control structure over financial report
ing, Hart may also be engaged to perform agreedupon procedures relating to management's asser
tion about the effectiveness of Unidyne's internal
control structure. Hart's report on agreed-upon
procedures would be in the form of procedures
and findings.
H art should not accept an engagem ent to
review and report on management's assertion
about the effectiveness of Unidyne's internal con
trol structure or provide n egative assurance
about whether management's assertion is fairly
stated in an agreed-upon procedures engagement.

A nsw er 4 (10 points)

a.

H art may accept the attest engagement to
examine and report on management's assertion
about the effectiveness of Unidyne's internal con
trol structure over financial reporting only i f
Unidyne's management accepts responsibility for
the structure's effectiveness. Management then
would evaluate the structure's effectiveness using
reasonable benchmarks or criteria established by
a recognized body such as the AICPA, COSO, or a
regulatory agency.
Sufficient evidential m atter would have to
exist or be developed to support management's
evaluation. Finally, management would present
its written assertion about the effectiveness of
Unidyne's internal control structure based upon
the control criteria.
b. Performing an examination of management's
assertion about the effectiveness o f Unidyne's
internal control structure initially would involve
planning the engagement, which includes devel
oping an overall strategy for the scope and perfor
mance o f the engagem ent. H a rt then would
obtain an understanding o f Unidyne's internal
control structure by making inquiries of manage
ment and employees, by inspecting documents,
and by observing Unidyne's activities and opera
tions.
N ex t, H a rt would test and evalu ate the
design effectiveness of the internal control struc
ture policies and procedures within each element
(control environment, accounting system, and
control procedures) of the structure, and then test
and evaluate the operating effectiveness o f the
policies and procedures. H art would perform
tests of relevant controls to obtain evidence that
supports the report's opinion by focusing on how
the policies and procedures are applied, the con
sistency w ith which they are applied, and by
whom they are applied.
Finally, Hart would consider all the evidence
obtained, including the results of tests of controls
and any control deficiencies identified, in forming
an opinion on management's assertion about the
effectiveness of Unidyne's internal control struc
ture.
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A nsw
5 (10should
points)consider any management plans
c. erWall
to increase sales, reduce costs, or dispose o f
a. assets
Wall has
a responsibility
evaluate
whether
that
could mitigateto the
adverse
effects of
there
is substantial
doubt
about Trendy's
ability
Trendy's
financial
difficulties.
The marketability
to continue
as a going
concern foron
a reasonable
of the assets,
any restrictions
their disposal,
period
andofthe
time,
possible
not to operational
exceed one year
effects
beyond
of their
the dis
dateposal
o f Trendy's
should be
audited
considered
financial
in evaluating
statements.
whether
Thissuch
evaluation
plans can
is be
based
effectively
on Wall's
implemented.
knowledge of
conditions
and events th
at exist
at, or money
have or
I f management
plans
to borrow
occurred
before, its
thedebt,
completion
of fieldconsider
work, several
restructure
Wall should
factors including the availability of financing, the
restructuring
subordinating
b. possibility
W hile it isofnot
necessary or
that
W all designdebt,
the effects
of existing solely
borrowing
restrictions,
specific
audit procedures
to identify
condi and
sufficiency
of collateral.
tionsthe
and
events that
may indicate Trendy's has a
going concern
Wall should
problem,
evaluate
W all any
most
management
likely would
plans
perform
to reduce
analytical
or delay
procedures
expenditures
to identify
such asratios
overhead
administrative
expenditures.
The future
postpone
and or
patterns
indicative
o f present and
financial
ment difficulties.
of maintenance and R&D, and the leasing
assets
ordinarily
Wallofmost
likely
would purchased
review anyalso
debtmay
andbe feasi
loanble.
agreements to ascertain whether Trendy is
complying
theirshould
terms. con
Additionally,
there to
W awith
ll also
sid er anyif plans
are increase
any agreements
with equity
stockholders
or credi
ownership
and raise
capital.
tors Atorra
provide
financial
support,
con
n g em or
e nmaintain
ts to reduce
cu rren
t d iv
id e n d
firmrequirem
ation o f the
of these cash
arrangements
entsdetails
or accelerate
distributions
from
would
be subsidiaries
appropriate. or cash infusions from investors
also
may be
Wall's
review
ofpossible.
subsequent events near the
completion of field work also would produce evi
dence about Trendy's financial difficulties. Wall
would especially focus on reading the minutes of
directors' meetings, inquiring o f Trendy's legal
counsel concerning litigation, and reading the
latest interim financial statements.
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77

78
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80
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85

a. b. 86a
.

b.

87a
.

b
.88 a

.

b

.

89a
.b

90 a._________ b.
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Item d. Select one
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Financial Accounting & Reporting — Business Enterprises
A nsw er 4 (10 points)

A n s w e r 5 (10 points)

a. Bing should consider whether it has the ability
to exercise significant influence over operating
and financial policies of the investee enterprise.
That ability is presumed to exist for investments
of 20 percent or more and presumed not to exist
for investments of less than 20 percent. Both pre
sumptions may be overcome by predom inant
evidence to the contrary, such as board of direc
tors or policy m aking participation, m aterial
intercompany transactions, interchange of man
agerial personnel, or technological dependency.
The equity method is consistent with accrual
accounting, because the investor recognizes its
share of the earnings and losses of the investee in
the periods in which they are reflected in the
accounts of the investee.

a. The theoretical basis for capitalizing certain
long-term leases is that the economic effect or
substance of such leases on the lessee is that of
an installment purchase. Such a lease transfers
substantially all the risks and benefits incident
to the ownership o f property to the lessee, and
obligates the lessee in a manner similar to that
created when funds are borrowed.
b.
Cash
Deferred gain
Equipment
Leased equipment
Capital lease obligation

b.
Income statement.
Equity in earnings of Latt
(400,000 X 19.5% (39,000 ÷ 200,000))
Amortization of goodwill
(180,000(585,000 - 405,000) ÷ 10)

c.
Interest expense
Capital lease obligation
Executory costs
Cash

$ 78,000
(18,000)

324,000
540,000
864,000
864,000

86,400 [1]
63,600
3,000
153,000

Depreciation
96,000 [2]
96,000
Accumulated depreciation

$ 60,000
Balance sheet:
Investment in Latt
(585,000 + 78,000 - 18,000 - 19,500
(100,000 X 19.5%))

864,000

Deferred gain
Depreciation

36,000 [3]

$625,500
[1] 864,000 X 10% implicit interest rate
[2] 864,000 ÷ 9 year lease period
[3] 324,000 ÷ 9 year lease period
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INDEX - QUESTIONS
H O W T O USE THIS INDEX: This index presents examination question number references for the four sections o f the C P A
Examination — Business Law & Professional Responsibilities, Auditing, Accounting & Reporting— Taxation, Managerial, and
Governmental and Not-for-Profit Organizations, and Financial Accounting & Reporting— Business Enterprises. Each examination
section has been organized according to its content specification outline, with questions indexed according to the areas and groups
tested.
The question references listed in the right-hand column are designated as follow s: The letter M follow in g question numbers indi
cates a multiple choice item. For example, the reference 17M means multiple choice item number 17. Absence o f the letter M indi
cates an other objective answer format or essay question.

Business L a w & Professional Responsibilities — Content Specification Outline
I.
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A.
B.

II.

III.

IV.

V.

V I.
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A.

A g e n c y ................................................................................ 6M ,7M ,8M ,9M

B.
C.
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Partnerships and Joint Ventures......................................... 2
Corporations........................................................................ 2
Estates and Trusts................................................................ 10M,11M,12M,13M,14M,15M
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A.

Form ation............................................................................ 16M,17M,18M

B.
C.
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Perform ance........................................................................ 19M,20M
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Discharge, Breach, and Rem edies...................................... 23M,24M,25M

Debtor-Creditor Relationships.
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Rights and Duties — Debtors and Creditors......................

B.
C.

Rights and Duties — Guarantors........................................ 26M ,27M
Bankruptcy.......................................................................... 28M ,29M ,30M ,31M ,32M ,33M ,34M ,35M

Government Regulation o f Business.
A.

Regulation o f Em ploym ent................................................. 36M ,37M,38M,39M,40M

B.

Federal Securities A cts........................................................ 5

Uniform Commercial Code.
A.
B.
C.

V II.

Code o f Conduct and Other Responsibilities..................... 1M ,2M ,3M ,4M
The C P A and the L a w ......................................................... 5M,4

41M,42M,43M,44M,45M,46M,47M,48M,49M,50M

Commercial Paper...............
S ales.....................................
Secured Transactions...........

3
3

Property.
A.
B.
C.

51M ,52M ,53M ,54M ,55M ,56M
57M ,58M
59M ,60M

Real Property.......................
Personal Property................
Fire and Casualty Insurance.
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Examination questions and unofficial
answers and rearranges them according
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$3.50
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